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Audit of a Building and Loan Association* 
By R. J. Bennett, B.S.C., C.P.A. 


The audit of a building and loan association is not unlike 
an audit of any other corporation, except perhaps in some of the 
main features. The building association necessarily requires 
certain books and records that are not needed in a manufacturing 
or trading concern, yet the procedure in conducting an audit 
would be very similar. In any case, the audit consists of the 
examination of the accounts, vouchers and records of the busi- 
ness for the purpose of determining whether or not they are 
correct and have been properly kept. The wonderful progress 
made by these associations in Pennsylvania and elsewhere has 
been due to the fact that they are local in character, economically 
managed, conducted for the benefit of wage earners, carefully 
guarded by the state, aid members in building homes on the 
instalment plan, and because the benefits received are better than 
could be had from any other means of saving. Members pool 
their savings and lend them on real estate security. The result 
is that they help one another and at the same time receive fair 
profits on their savings. I have been actively connected with 
building associations in various capacities for fifteen years and 
I am convinced that the man or woman who desires to save can- 
not find a better medium through which to save than the local 
building and loan association. Even if one did not receive any 
profits at all and simply set aside his monthly savings, the benefit 
derived from the habit of systematic saving would fully repay 
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one in the end. One who is not obligated to make monthly in- 
stalments is not likely to do so and therein lies the advantage of 
the association member. He saves while the non-member spends, 
and in many cases sacrifices are made to keep up the monthly 
instalments. 

The following from an editorial in The Philadelphia Inquirer 
is opportune: ‘These associations have an economic value which 
it would be difficult to exaggerate. They afford a security which 
is practically absolute, for only culpable carelessness or down- 
right dishonesty can impair their solvency; and they are power- 
fully influential in making thrift a habit. The subscriber to a 
building association has to keep up his payments to escape being 
penalized, and he ordinarily does so. It is not easy to save money 
and usually only those succeed who go about it systematically.” 

Before going into the details of an audit, I deem it advisable 
to cite again very briefly the plans and procedure in conducting a 
local Pennsylvania association. 

The state of Pennsylvania has about 1700 building and loan 
associations, with assets nearing $200,000,000, and the city of 
Philadelphia alone has 800, with assets exceeding $90,000,000. 

The state of Ohio comes second in the number and standing 
of building associations, with assets around $190,000,000, but 
their plans differ somewhat from the serial plan which prevails 
in Pennsylvania and in some of the other states. They use the 
permanent or “Dayton” plan and their methods of issuing stock 
and receiving deposits differ also, as will be seen by the explana- 
tion which follows. The serial plan is used in Pennsylvania, 
therefore I shall follow it almost exclusively in outlining the 
details of an audit. 


GENERAL COMMENTS ON BUILDING SOCIETIES 


“The American home: the safeguard of American liberties.” 
This is the slogan used by advocates of building and loan asso- 
ciations, and the results of this truth can be seen by a study of 
the benefits derived by thousands of American workmen through 
this plan of cooperation and methodical saving. The magnitude 
of these associations is indicated by the enormous capital now 
controlled by building and loan associations throughout the coun- 
try. The assets amount to one billion dollars ($1,000,000,000) 
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and the members who cooperatively own these assets are more 
than two million, four hundred thousand (2,400,000) in number. 
In the city of Philadelphia everyone is familiar with these asso- 
ciations and they have been largely instrumental in making 
Philadelphia the “City of Homes.” 

Building and loan associations are known also as “savings 
and loan associations,” “loan and savings societies,” “loan and 
building associations,” etc. They are organized under state laws 
with the object of receiving the monthly savings of members 
and lending them on real estate mortgages or on association 
stock. By this method the small savings of members can be 
accumulated until a fund is obtained large enough to lend to a 
borrower, who must also be a member. This cooperative plan 
is the association’s chief function and, while it not only provides 
a means of investment of small savings, it encourages thrift, 
necessitates regular monthly instalments, and causes a greater 
degree of interest in home surroundings. The benefits derived 
from this systematic method of saving are numerous, and the 
person who can save one dollar a month has an equal advantage 
with those who can save a greater amount. 

The monthly instalments are continued until they, with the 
accumulated profits, equal the par value of the stock, which is 
then paid to the member in cash. When the instalments plus the 
profits equal the par value the stock is said to have matured. 

Sources of Income. The income of building associations is 
derived from interest on loans, interest on funds deposited, in- 
vestments, fines, entrance fees, withdrawal fees, transfer fees, 
premium on loans, profits forfeited by withdrawing members, 
etc. A member who withdraws before the maturity of his stock 
must forfeit to the association part of the profits which have 
been apportioned to his shares. This is sometimes a fruitful 
source of profit to the members who continue with the asso- 
ciation. 

Expenses. The running expenses of local associations are 
generally very low as the officers usually serve for a small salary 
and willingly give their time for the welfare of the association. 
Expenses generally consist of salaries of the secretary and treas- 
urer, printing, advertising, rent, interest on borrowed money, etc., 
but the small outlay in proportion to business done redounds 
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greatly to the credit of this method of cooperation. The operat- 
ing expenses of all associations of the United States are about 
seven-tenths of one per cent. of the entire assets. No wonder 
they thrive! 

Kinds of Stock. Stock has a par value of either $100 or $200 
and is usually known as instalment, full paid, part paid and par- 
ticipating. It is sometimes classed as A, B, C, D, etc., according 
to the by-laws of the association. Instalment stock is made up 
of monthly instalments plus profits, while prepaid stock is paid 
up at once and usually draws a fixed rate of interest. Participat- 
ing stock requires a single payment at the beginning and no fur- 
ther payments are made, as the earnings are permitted to mature 
the stock; but in some cases part of the earnings is paid regularly 
in cash and the remainder credited to the account. 


Plans of Issuing Stock. There are three general plans of 
issuing shares, known as the “terminating plan,” the “serial 
plan” and the “permanent or perpetual plan.” The terminating 
plan consists of one series or issue of stock only, and when this 
series matures and is paid off the association ceases to exist. 
During the life of said series, additional shares may be pur- 
chased therein by paying up back dues and interest, according 
to the time it has run. Under the serial plan a new series of 
stock is issued at the beginning of each fiscal year or half year, 
or even quarterly if desired. This permits the association to 
become perpetual and furnishes a new series of stock so often 
that one may secure shares therein without being called upon 
to pay a large amount of back dues. Anyone entering after a 
series has begun, however, is required to pay an amount equiva- 
lent to the value of shares held by other members who had 
entered at the beginning of the series. This plan obtains in 
Pennsylvania and some other states. Under the permanent plan 
stock is issued whenever called for, and there is no necessity, 
therefore, for paying back dues and interest as is the case in 
the terminating and serial plans. A stockholder may enter when 
he wishes and begin his periodic payments, and his share in the 
profits begins from the time of entrance. The serial plan may also 
be known as permanent. 


Management. The management of associations is in the 
hands of the officers and directors who are elected from year to 
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year. Committees are appointed to supervise loans, to make 
appraisements, etc., and an auditing committee of three or more 
members is appointed annually to audit the books and securities 
of the association. The secretary has charge of the affairs of 
the association and with the advice of the directors he negotiates 
loans, keeps the books, and does the usual duties devolving upon 
such an officer. 

Loans and How Made. Loans are made to members only, 
either on real estate security or on the association’s own stock 
upon written application, and sometimes on stock of other asso- 
ciations or on good security. Before a mortgage loan is made 
an appraisement committee is appointed to examine the property 
and to report upon its value, location, desirability, etc., while a 
lawyer examines the title to the property and other legal points. 
Loans are passed upon by the board of directors, and no loan is 
granted for more than a reasonable percentage of the value of 
the property, the limit depending on whether or not a prior 
mortgage exists. Monthly instalments cover interest on the 
entire amount of loan plus the regular monthly dues; also 
premium and fines if any. When the shares mature they are 
applied to the cancellation of the loan and the member’s account 
is closed. 

The Books. A complete set of books and records for an 
association should include the following: minute book, 
general ledger, individual ledger, general cash book, treas- 
urer’s cash book, journal, loan register, secretary’s roll 
book, members’ pass books, receipts, order or warrant book, 
treasurer’s receipt book, yearly report book, stock certificate book, 
application for loan, application for withdrawal, collateral note, 
report of appraisers and attorney, and resolution of directors. 
In some associations only a part of these is kept, and in many 
cases different parts of a single book are used for the various 
records. Many Philadelphia associations dispense entirely with 
stock certificates and issue only pass books to members. Space 
will not permit of an explanation of the various books and 
which are books and which are merely blank forms. It must 
be kept in mind that the associations do an exclusive cash busi- 
ness. Cash received by the secretary is entered in the general 
cash book, usually through a scratcher or desk book of some 
convenient kind; then posted to the various accounts in the 


5 


q 
. 
: 
: 


The Journal of Accountancy 


general and individual ledgers. All cash is turned over to the 
treasurer and his receipt taken for same. This cash is then 
entered as totals in the treasurer’s cash book and payments 
are made by cheque on orders issued by the directors. Payments 
are entered with full explanation in the secretary’s cash book, 
but only by order and cheque numbers in the treasurer’s 
cash book. The loan register requires careful attention as to 
record, taxes, insurance, etc., and the accounts of members in 
the members’ ledger should be constantly under review. 

Comments on the Report. Philadelphia associations make 
annual reports similar to the one shown herewith, though many 
of them add additional information for the benefit of members. 
This one, however, may be taken as a typical report. It will be 
noticed that there are three divisions to the report, namely, the 
cash statement, the statement of assets and liabilities, and the 
analyzed exhibit of the various series. Sometimes additional 
exhibits are included (and were included in the report selected), 
showing the profit and loss account, the books in arrears with 
numbers and amounts, books paid in advance, analysis of loans, 
division of series into shares “free” and “loaned,” shares acquired 
and withdrawn, etc. The report is usually signed by an audit 
committee. 

Cash Statements. It will be noticed that the cash receipts for 
the year are $182,358.14 and the disbursements, $181,227.58, leav- 
ing a balance in the hands of the treasurer of $3,300.11. Among 
the receipts we can see the various sources of income, also a 
record of money borrowed, amounting to $56,500. Among the 
disbursements we see the various demands for expenses, with- 
drawals, interest, etc., including the repayment of $40,500 of 
borrowed money. 


Art-WorkKErS’ BUILDING AND LOAN ASSOCIATION 
Thirty-fourth Annual Term Ending September, 1911 


Receipts 
Interest from Land Title & Trust Co. (balance) ............. 34.06 
Interest from Union National Bank (balance) ............... 354.59 
Loans cancelled by maturity of 22d series ...............20055 5,250.00 
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Money borrowed 50,500.00 

$184,527.69 
Disbursements 

210 shares 22d series matured and paid off in cash ............ $ 42,000.00 

Mortgage loans made during term ............. 53,400.00 

Seock foams made 19,800.00 

Expenses: salaries, advertising, books, stationery, rent of hall, 

1,959.12 
Real estate expenses, taxes and water rent 107.87 
Interest on borrowed money ..... gcsecspowntoscesiedauchaaee 716.12 
Borrowed money returned 40,500.00 

$184,527.60 
Assets 
Investments on loans at last report ..............ceeeeeeeeees $341,700.00 
$414,900.00. 
Deduct: 
Loans returned by borrowers .............00eeeeee $28,100.00 
Loans cancelled by maturity of 22d series .......... 5,250.00 
33,350.00: 
$381,550.00 
445.26 
$301,670. 
Deduct: 
Money borrowed at end of term ............. cbeasivatquagtts 18,000.00 
$373,670.37 
Liabilities 
Series Shares Months Total paidin Value per share Total value 
23d 342 132 $45,144 185.85 $63,560.70 
24th 280% 120 34,740 164.51 47,625.65 
25th 204% 108 31,806 144.0 42,422.73 
26th 257 06 24,672 124. 31,991.36 
27th 300% 84 25,908 105.80 32,745.10 
28th 411% 72 29,610 02 .23 
20th 422 60 25,320 71.12 sees 
30th 481% 48 23,112 55.12 26,540. 
31st 68334 36 24,61 40.00 27,350.00 
32d 90014 24 21,8 25.78 23,446.91 
33d 045 12 11,340 12.4451 .62 
$373,654.22 
Undivided 16.15 
5.345% $208,185 $373,670.37 
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Add profit paid during term: 
§6 577-47 
$80,662.84 
Deduct profits to end of previous term ................02-005- 60,676.18 
Profits for term ending September, 1908 ...................44. $19,986.66 
Profits of association to September, 1907 .........-...+-0200005 $60,676.18 
Deduct amount of profit paid since: 
$12,390.00 
$55,498.71 
Profits, October, 1907, to September, 1908 ................-eeeee 19,986.66 


Assets and Liabilities. The liabilities consist of an analyzed 
statement of the various series showing the amount paid on 
each, also the present status of each series after apportioning 
profits. This statement shows to each member in each series, 
according to shares held, the amount that he has paid in, the 
amount of profits credited, and the present book value of his 
shares. Among the assets are loans of $414,900, which include 
loans on both real estate and association stock; from this are 
deducted loans canceled during the year, leaving the present 
balance in the loan account, $381,550. Real estate on hand was 
no doubt received by foreclosure of loans. Loans payable in 
the form of notes due to the bank amount to $18,000, which 
amount is shown deducted from the assets in order not to affect 
the status of the liabilities to members. In order to simplify this 
statement I have rearranged it herewith in the form of a bal- 
ance sheet. It should be studied in connection with the report. 


Information regarding the adjustments of profits is given 
immediately under the statement of assets and of the liabilities 
and is worthy of careful study. The profit apportioned for the 
present year, $19,986.66, is the balance after taking credit for 
earnings and for profits forfeited by withdrawing members, 
less expense, interest, etc. 
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BALANCE SHEET REARRANGED 


Assets Liabilities 
Ass’n stock loans . .$381,550.00 Add earnings: 
6,000.00 Previous year. .$55,498.71 
Interest accrued ....... 375.00 This year ..... 19,986.66 75,485.37 
Dues in arrears. .$618.26 Value of all shares..... 373,070.37 
Less dues prepaid 173.00 445.26 Notes payable ......... 18,000.00 


DISTRIBUTION OF PROFITS 


The most difficult part of building association accounting is 
the distributing of profits among the various series of stock. 
Of course, the members of each series have equal amounts per 
share to their credit; therefore the amount of profits appor- 
tioned to a series divided by the number of shares therein will 
give the profits to be added to each share. In the report sub- 
mitted the total payments by members amount to $298,185.00 
and the profits, amounting to $75,485.37, have been equitably 
distributed to the various series on the basis of payments and 
time invested, thereby giving an aggregate credit of $373,654.22 
to members, with $16.15 left over. 


How has the $75,485.37 been distributed? It will be seen 
that the profits for the present year are $19,986.66. Now if 
the profits for each year were credited to the various series and 
permitted to remain there, there would be only the profits for 
this year, $19,986.66, to be apportioned and added thereto. This 
plan, however, is not always followed, as many associations 
carry the aggregate profits in one account—“undivided profits,” 
or “profits,” or “earnings’—and at the end of each year they 
estimate for the purpose of making annual report or for settling 
with matured shares the portion of such aggregate profits be- 
longing to each series. This consists of an annual apportionment 
on paper of all accumulated profits (this is the plan followed by 
most Philadelphia associations), but the divisions are made on 
paper only for the purpose of compiling reports and therefore 
not shown in the ledger accounts. 
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There are various ways of distributing profits, but the part- 
nership plan used by the association under discussion is consid- 
ered the most equitable by the Pennsylvania courts. Take a 
share of the last series, 33d, on which $12 has been paid, and 
give it a gaining power of 1. Now take a share in the 32d 
series, which has twice the value and has been invested twice as 
long, and give it a gaining power of 4 (2 x 2). The 31st series 
has three times the status of the first and has a gaining power of 
9 (3 x3). This plan of estimating is continued up to the oldest 
series, 23d, which has paid in 11 times $12 or $132, and there- 
fore has a gaining power of 11 x II or 121. Now multiply the 
gaining power of each series by the number of shares therein. 


945 sharesby I 045 

ree 342 shares by 121 41,382 


To find the gain per share for the 33d or unit series, divide 
the total gains by the amount gotten by multiplying the various 
gaining powers with the shares in series, as $75,485.37 + 
169,59534 = 44.51 cents (nearly) per share. In this series 
the value of one share consists of dues plus profits, $12 + .4451 = 
$12.4451, as shown in the report, giving a total value of all 
shares in the series of $12.4451 X 945 or $11,760.62. In series 
32, the profits per share are found by using the gaining power of 
the series, as .4451 X 4 is $1.7804, giving a total value of all 
shares therein of 25.7804 X 909% or $23,446.91, as shown in 
column marked “total value.” This method is followed through 
the various series as shown in the accompanying exhibit headed 
“apportionment of profits.” By adding together the dues paid 
on a share or series and the profits apportioned to it the total 
or book value thereof is obtained. Want of space alone pre- 
vents a further elucidation of the methods of dividing profits, 
but a careful study of the exhibits given will enable one to 
grasp the ideas intended to be conveyed. 
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APPORTIONMENT OF PRroFI’s * 


Gaining Gain Share 
Series Shares Total power Total per share value 
23 342 $45,144 121 41,382 53.85 185.85 
24 290% 34,740 100 28,950 51 164.51 
25 31,806 81 23,8544% 230.0 144.05 
26 257 24,672 64 16, B48 124.48 
27 300% 25,908 49 15,1653 21.80 105.80 
28 411% 29,610 36 14,805 16.02 88.02 
29 422 25,320 25 10,550 II.12 71.12 
30 481% 23,112 16 7,704 7.12 55.12 
31 68334 24,61 9 6,1533%4 4.00 40.00 
32 909% 21,8 4 3,638 1.88 25.78 
33 945 11,340 I 945 4451 12.4451 
5.345% $298,185 169,59534 


THE AssociATION AUDIT 


The following suggestions in auditing the books and records 
of an association are based on the supposition that an exhaustive 
audit is to be made, and that all entries and records are to pass 
under review. If only a part examination were desired, the 
steps would of course be fewer and the requirements less ex- 
haustive, yet in even a brief audit it is essential that a close 
examination be made of the most important items. Auditing 
committees are seldom expected to make an exhaustive audit, 
but such an audit from time to time would serve as a safeguard 
to the association. Mr. M. J. Brown, the Philadelphia authority 
on building association matters, says: “This question is a seri- 
ous one. To audit the accounts thoroughly it would require 
almost as much time as it has taken the secretary to do the work 
during the year. I would prefer engaging auditors during the 
year and have them audit the accounts each month after the 
secretary has closed the books for the month. This work could 
be done in one evening. Each withdrawal having been paid 
could be calculated from the beginning of the account in order 
to ascertain that the correct amount has been paid out for said 
withdrawal. For a stock loan having been made the auditors 
could examine the roll books and also the pass book of the 
member to see that he has not borrowed more than he is entitled 
to borrow. Usually a building society will lend on stock only 

* The “totals” are gotten by multiplying the number of shares in each series 


by the gaining power. “Total value” column can be seen in the exhibit under 
liabilities. Half and quarter shares are due to loans of uneven amounts. 
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the amount paid in, but some societies will lend as much as the 
withdrawal value.” 

It is true that officers are chosen for their honesty, standing 
and business ability, yet a regular audit is strongly commended 
and in many cases is carried out. An auditing committee of 
five or seven persons under a competent auditor may so divide 
the work that a brief audit can be accomplished in an evening 
or two. In this case two persons may examine the loans, two 
the cash and two the accounts of members; but it is very impor- 
tant that one man at least in each group should be thoroughly 
familiar with the duties assigned. Indeed it is advisable to 
engage the services of a professional auditor each time and to 
continue him from year to year. Constant changing of auditors 
is poor economy even if a few dollars are saved by the change. 
The auditor who is familiar with the details of the association 
can give better services, cover more ground in a given time, and 
detect errors more readily than the occasional auditor who has 
to study the records before he can begin the audit. After the 
work is completed the members should compare notes, and then 
review with care all other matters needing attention, as the bonds 
of officers, salaries and expenses, division of profits, arrears, 
annual reports, security for loans, by-law requirements, with- 
drawals, etc. Auditing committees, however, should keep in 
mind that in performing an audit (even without compensation) 
they owe it to themselves and to the members to see that the 
association is in good condition, that it is being properly and 
economically managed, that the profits are genuine, and that 
the loans are amply secured. 

Appointment of Auditing Committees. In most associations 
the by-laws provide for an auditing committee. The duties of 
this committee are to audit the books and accounts for the year 
and make report. The unfortunate feature of a committee 
audit is that it is not an audit at all in the true sense of the 
word, since in most cases it is performed by members who have 
no knowledge whatever of the requirements of an audit or of 
the manner of conducting it. In too many cases the auditing 
committee serves without compensation and is expected to com- 
plete the audit in an evening or at most in two or three even- 
ings. A satisfactory audit of a large association cannot be made 
in this time even by an experienced auditor. 


I2 


Audit of a Building and Loan Association 


An auditing committee should consist of at least three per- 
sons and for convenience not more than five. They should be 
appointed by the stockholders at annual meetings instead of 
by the directors; yet it is not uncommon for the directors to 
name the committee. It can be easily seen that this is not ad- 
visable, as the directors who transact the business should have 
their work passed in review by others. In referring to the by- 
laws of two successful Philadelphia associations, we find re- 
quirements as follows: 

In the first association, three auditors are appointed by the 
members at the annual meeting for a term of one, two and three 
years respectively, with an election of one auditor each succeed- 
ing year to fill the vacancy of those retiring. Officers are not 
eligible as auditors. 

In the second, three auditors are appointed by the president 
from the stockholders at the last meeting preceding the annual 
meeting. Officers are not eligible as auditors. Report must be 
completed for the annual meeting. 

The complete annual reports issued by all associations serve 
to some extent as a check on the management, one in which every 
member participates by an examination of the part most vital 
to his interests. This is an audit in which the entire member- 
ship takes part, and it is considered a valuable safeguard. Most 
reports state by numbers the various books in arrears or prepaid, 
and some even publish the condition of every pass book at the 
time in force. I have before me the forty-second annual report 
of one association in which this is done. 

While state laws are liberal in respect to building societies, 
the banking department of Pennsylvania, as well as of other 
states, is exacting in the matter of annual reports and official 
examinations. The building associations are exempt from cor- 
poration tax both by the state and by the federal government. 
The internal revenue tax on corporation profits does not apply 
to them, except in cases where deposits are received or accepted 
as in a regular savings bank. 


EXTRACT FROM PENNSYLVANIA LAW 


“The commissioner of banking may also, from time to time, 
appoint examiners in such numbers as may be necessary for the 
conduct of the business of the department, not to exceed ten in 
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number, who shall receive such compensation as may be fixed 
by said commissioner, not to exceed $10 per day, and also actual 
expenses incurred in making such examination, which compensa- 
tion and expenses shall be paid by warrant drawn by the auditor- 
general upon the state treasurer. Within fifteen days from the 
time of the notice of their appointment, the commissioner and 
his deputy shall take and subscribe the oath of office prescribed 
by the constitution and file the same in the office of the secre- 
tary of the commonwealth, and the commissioner shall also give 
to the commonwealth a bond in the penalty of $20,000, with two 
or more sureties to be approved of by the governor, conditioned 
for the faithful performance of his duties; and neither said com- 
missioner nor his deputy nor examiners shall be interested as 
officer, director, trustee, manager or stockholder in any cor- 
poration subject to the supervision of this department.” 


Sreps In A COMPLETE AUDIT 


The details of an audit are given below for the guidance of 
interested persons, but it must be kept in mind that these are 
general outlines and that no set rules can be laid down for this 
kind of work. A plan cannot be suggested that would fit all 
conditions; therefore the auditor must take things as he finds 
them and exercise his knowledge of such work. It is most 
advisable, however, that careful notes be taken as the audit 
progresses, so that points of importance may not be overlooked. 
Items found to be correct should be ticked with pencil or pen, 
and every voucher or paper passed upon should either be can- 
celed or be given some identification mark. In case anything 
seems out of order it is always well to note it carefully, and to 
withhold judgment until the irregularity is thoroughly investi- 
gated. Of course mistakes will happen, and as a rule the secre- 
tary is glad to have them pointed out to him if they exist. Such 
errors can often be corrected at the time, but irregularities should 
be reported to the directors. 

1. List of books: Make a list of all the books used, and de- 
termine the functions of each. Make a memorandum of 
the contents of each book and of its relation to the other 
books. 

2. By-laws: Study the by-laws in order to become familiar 
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with the requirements of the association. The main re- 
quirements of the state law should be understood also. It 
is advisable to summarize the main points requiring atten- 
tion under the by-laws, etc. 

. Minute book: Study the minutes to learn what has been 
done and sanctioned by the board of directors, and to see 
that they are in accordance with the state laws and the 
by-laws. 

. Verify cash account by adding cash on hand and in bank. 
Compare this with balance in general cash book, balance in 
treasurer’s cash book and in bank pass book. If cheques 
are outstanding, make a reconciliation statement and satisfy 
yourself that cheques out are genuine. 

. Income each month: Determine the amount of income for 
each month and see that it has actually been received or 
entered as a charge or asset. This is true also of the 
outgo. 

. Additions: Verify the addition of cash receipts and see 
that they have all been turned over to the treasurer and 
that his receipts for same are available. 

. Cash receipts: Receipts of cash are often recorded on a 
sheet or blotter during meetings and then carried to the 
individual accounts; also to the cash book. If receipts 
are issued by the secretary, the stubs should be checked 
with the cash book or instalment list. If the secretary 
does not keep a receipt book, his summary or receipt 
is usually “O. K.’d” by the directors and should be noted 
by the auditors. 

. Treasurer’s receipts: Examine the treasurer’s “receipts” 
in the hands of the secretary, for cash turned over to the 
treasurer. The aggregate receipts should equal the total 
cash received by the association, all of which has been 
turned over to the treasurer and his official receipts taken. 
Since all the association’s cash receipts are deposited in 
the bank, the total amount received will appear in three 
different books—the secretary’s cash book, the treasurer’s 
cash book, and the bank pass book. 

. Cash disbursements: Examine all payments of cash and 
compare them with orders on the treasurer. Compare all 
vouchers with entries and note whether cheques and orders 
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are for the same amounts. The cash payments as shown 
by the secretary’s cash book will equal the total cheques 
issued and the orders issued by the directors. The credit 
side of the treasurer’s cash book will show the same 
amount, and this in turn must equal cheques returned by 
the bank. 


Entries and additions: Examine and verify all entries in 
cash book, journal, or other books of original entry. Trace 
them to their sources, and check all postings to ledgers. 
Add all special columns and see that they are correct. 


Stock loans: Verify all stock loans and see that they are 
properly recorded in the loan register, also that the total of 
same in general ledger account is correct. Check all entries 
therein. See that the collateral for such loans is at hand 
and in order. If certificates of stock are issued, see that 
they are assigned to the association and accompany the 
collateral notes. See that they are properly recorded in 
the borrower’s account, and that interest and instalments 
are being paid regularly. If certificates are not issued see 
that a record of each loan is made in the borrower’s pass 
book. 


Real estate loans: These should be verified with care, and 
a close comparison made with the minutes, orders on treas- 
urer and loan register. Examine the bond and warrant, 
the mortgage, and the authority back of them. See that 
the taxes and insurance have been paid and that evidence 
of same is available. These loans should be compared 
with the loan account in general ledger. See that proper 
records are made in the individual accounts and that in- 
stalments are being made regularly. A record of the loan 
should appear in each borrower’s pass book. If a prior loan 
exists see that interest on it is being paid regularly. Some 
associations give notice to borrowers in the printed annual 
report to show their tax receipts for the year, or else be 
required to repay their loans. 

Furniture and supplies: Verify the value of books, records, 
supplies and furniture on hand, and see that a conservative 
valuation is maintained. It is best to charge off books, 
etc., to expense instead of carrying them as an asset. 
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Audit of a Building and Loan Association 


Organization expenses may be spread over a short term 
of years. 

Members’ ledger: Verify the individual accounts, by check- 
ing payments therein and by comparing with cash re- 
ceipts. See that all payments are credited, that all fines, 
premiums, interest, dues, etc., are accounted for. Add all 
accounts in the members’ ledger and verify them with dues 
account in general ledger. Prepayments and arrearages 
should be carefully verified. 

Pass books: By rights all pass books should be compared 
with the members’ ledger individual accounts, but this is 
not practicable unless they are especially called in for the 
purpose. In some cases this is advisable. In a careful 
audit part of the pass books at least should be carefully 
verified, and they should be called in for that purpose. If 
about one-tenth of the books, selected promiscuously, are 
examined it will have at least a good effect. 

Profits and expenses: Verify all profits and expenditures 
and compare them with the profit and loss account in the 
ledger. See that profits are genuine and all accounted 
for; also that expenses are not understated nor overstated, 
and that they are within the by-law limits. The chief 
expenses are usually fixed in amount. 

Apportioning profits: Examine closely the apportionment 
of profits among the various series, and see that the book 
value of each is correctly set forth. See that the plan of 
figuring or dividing profits is correct and on a uniform plan 
from year to year. 

Borrowed money: Examine the loans from bank, persons 
or other associations, and see that each loan has been 
sanctioned by the directors, also that the borrowing limit 
has not been exceeded. See that canceled notes are avail- 
able and agree with the account, and that notes outstand- 
ing are accounted for correctly. 

Withdrawals: Examine carefully all withdrawals and see 
that the correct amount has been returned. Consult the 
by-laws for information on the status of withdrawing mem- 
bers. See that the correct amounts of forfeited profits are 
held back. If withdrawal fees are charged, note if they 
are taken. See that all loans or fines were satisfied before 
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payments were made. See that stock certificates and pass 
books are surrendered. 

Bonds of officers: Examine the bonds of the officers who 
have the handling of funds and see that they have not 
expired. See that the bonds are in accordance with the 
by-laws, and that the bondsmen or security are sufficient and 
in harmony with requirements. This is an important fea- 
ture of the audit. 

Annual Report: See that the annual statements are cor- 
rect in every way and that they are in harmony with the 
books, clearly set forth and not misleading. The report 
should be signed by the auditor or auditors. 

General: If the auditors find anything wrong they should 
withhold their certificate until everything is right. They 
should see that the system is simple and labor saving, and 
that the association is economically managed. At certain 
times borrowing members are required to exhibit receipts 
for taxes, insurance, ground rents, and for interest paid 
on a loan prior to those held by the association. In case 
a first mortgage precedes the one held by the association 
it is essential that interest payments be kept up, in order 
to prevent foreclosure. 

All cancelled checks and other cancelled documents 

should bear the auditor’s stamp to prevent their use a sec- 
ond time. Books, records and securities should be kept in 
a safe place. 
Auditors’ certificate: The certificate of the auditor or 
auditing committee is a simple statement of the correct- 
ness of the books and reports. It is attached to the report, 
and about as follows: 

“We, the undersigned, have audited the books of the 
association and find them correct, and the above state- 
ments are in accordance therewith.” 

(3 or 5 persons) 
Auditing Committee. 
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Standardization of Accounting Forms and Methods 


By H. C. Benrrey, C.P.A. 
Firth ARTICLE 


Cost of Goods Sold (continued) 

_ In computing the cost of goods sold, as shown in exhibit B— 
schedule 1 (submitted in the June number of THE JouRNAL OF 
ACCOUNTANCY), all expenses directly applicable to the acquisi- 
tion and warehousing of merchandise are included as part of the 
cost of such merchandise, on the ground that merchandise is 
worth to a going business its cost-on-the-shelves, provided it 
is neither shop worn nor out of style. 

This statement of assumption suggests an interesting ques- 
tion, viz., What constitutes the cost-on-the-shelves? The writer 
- will attempt to answer this question, and would appreciate learn- 
ing the views of any readers who may be sufficiently interested 
to express their opinions. 

The elements which enter into the laid-down, or on-the- 
shelves, cost of merchandise are as follows: 

1st. The invoice cost of merchandise purchased. 

2d. The transportation charges to the point of destination; 

i. e., freight and express inward. 

If goods are bought on terms f.o.b. destination, the trans- 
portation cost is invisibly included in the invoice cost, at least 
so far as the buyer is concerned; and when goods are purchased 
f.o. b. shipping point the transportation cost is not included in 
the invoice cost. 

In order that the cost of merchandise purchased under such 
shipping terms as those stated above may be consistently recorded 
it is obvious that either the transportation cost in the first case 
must be excluded or in the second case be included. It would 
be extremely difficult and impracticable to exclude transporta- 
tion costs when goods are invoiced f.o. b. destination, and such 
a course would lead to much confusion when pricing inventories. 
The logical and practicable method is to include transportation 
charges in the cost of merchandise bought, and unless this is done 
the cost of purchases will be very irregular where goods are 
purchased f. 0. b. shipping point and also f. 0. b. destination point, 
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as freight inward will be included in the one case and not in the 
other. It is just such inconsistencies in accounting that make 
statistics misleading and sometimes almost worthless. 

It is equally important that this matter of freight inward be 
handled correctly when pricing inventories. The most recent 
invoice prices should be used for this purpose, but in case a given 
quantity of goods on hand exceeds the quantity expressed in the 
most recent invoice covering a lot of such goods then only such 
a part of the total quantity on hand as is represented in the in- 
voice should be figured at the price shown in the invoice. The 
balance of the quantity on hand should be figured at the price 
or prices expressed in an earlier invoice or invoices, as the case 
may be. 

Theoretically, the invoice price of goods purchased f. o. b. 
shipping point should be increased by a proper amount to cover 
the freight charges applicable to those goods. This is the only 
correct method of apportioning freight inward over an invoice of 
goods. Where this method is not found practicable, the next best 
thing to do is to divide the total freight inward charges during a 
given period by the total cost of merchandise purchased during that 
period on terms f.o. b. shipping point, and the quotient will rep- 
resent the ratio of freight inward to goods bought f.o. b. ship- 
ping point. 

This method necessitates dividing purchases into two classes 
in the purchase record—‘“F. O. B.—S. P.” and “F. O. B.—D. P.” 
It is also necessary to make a corresponding division on the 
inventory sheets, and if the total invoice cost of the goods on 
hand purchased on terms f. 0. b. shipping point is multiplied by 
the quotient previously referred to the result will represent the 
proportion of freight inward applicable to goods on hand. 

The third and least satisfactory method for apportioning 
freight inward is to divide the total amount of freight inward 
during a given period by the aggregate invoice cost of goods 
bought during that period and the quotient will represent the 
ratio of freight inward charges to all merchandise purchases, 
regardless of whether the goods were purchased f. o. b. shipping 
point or f.o.b. destination. If the cost of goods on hand be 
multiplied by this ratio the result will show approximately the 
proportion of freight inward applicable to merchandise on hand. 


The objection to this method is that the basis is not correct 
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in that it includes goods bought f. o. b. destination and such goods 
have no relation whatever to freight inward charges. However, 
if the proportion of goods purchased f.o.b. shipping point to 
goods purchased f.o.b. destination is about the same in the 
inventory as in the purchases during the period since the former 
inventory was taken this method of apportioning freight inward 
will serve its purpose fairly well. 

This rather lengthy discussion is submitted in order to em- 
phasize the importance of handling freight inward correctly, and 
to show the fallacy of eliminating from the cost of goods on hand 
the proper proportion of this element of cost. To eliminate 
freight inward from the inventory cost is equivalent to charging 
all freight inward during a period against the revenue for that 
period, notwithstanding that part of the freight inward applies 
to the goods on hand and to that extent is as much of an asset 
as the invoice cost of the goods on hand, or as insurance premiums 
prepaid and other deferred charges to operations. 

3d. The cost of cartage inward is as much a part of the 
cost of goods bought as is freight inward, and the cost of 
merchandise on hand should include a proper charge to cover 
this element of laid-down cost. Regardless of whether hauling 
inward is done by an outside drayman or by teams owned by the 
business, it is usually possible to arrive at an equitable apportion- 
ment of this class of expenses in order to determine the amount 
applicable to merchandise purchases. 

If the total amount of charges for hauling inward during a 
fiscal period be divided by the invoice cost of merchandise pur- 
chased during that period the quotient will represent the ratio 
of hauling inward to merchandise purchases, and if the invoice 
cost of merchandise on hand be multiplied by this quotient the 
result will be the proportion of hauling inward charges applicable 
to the inventory. 

To some it may appear that this method does not take into 
consideration the possibility that some goods costing a compara- 
tively large amount may weigh much less than other goods which 
cost much less, and hence the weight of goods hauled is the 
proper basis for apportioning hauling inward charges. As a 
general proposition the weighing of all mechandise hauled would 
be impracticable, and since the apparent inconsistency resulting 
from adopting value rather than weight as a basis for distribu- 
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tion prevails in respect to the goods on hand in the same degree 
as in respect to the cost of goods bought, there would seem to be 
no objection to using cost rather than weight as a basis. If 
cheap goods weighing heavily formed a preponderance of the 
purchases during a given period, and if high-priced goods weigh- 
ing comparatively less than cheap goods formed a greater part of 
the goods on hand, obviously the cost basis would result in 
capitalizing too great a portion of the hauling inward charges. 

4th. The expenses of the purchasing department form the 
fourth element in determining the cost of goods purchased. A 
purchasing department is maintained for the purpose of searching 
markets with a view to securing the best goods at the lowest 
prices, and on the best terms possible. It is assumed that a pur- 
chasing department pays for itself through means of scientific 
merchandising, and hence the expenses of that department are a 
direct element of cost in acquiring the merchandise which it 
buys. If this class of expenses is to be considered as part of the 
cost of merchandise purchased, should not the inventory include 
a proper charge to cover the proportion of such expenses which 
is applicable to goods on hand? 

5th. Warehouse expenses form the fifth element of on-the- 
shelves cost. 

Warehouse expenses are here considered as representing only 
those expenses which are incurred as a direct result of receiv- 
ing, Opening, inspecting, storing, and shelving merchandise pur- 
chases. This class of expenses bears about the same relation 
to purchases as purchasing department expense, and hence the 
same question presents itself, viz., Should the value of merchan- 
dise inventory include a proper charge to cover warehouse ex- 
penses applicable to the invoice cost of goods on hand? 

6th. The sixth and last element which has a direct bearing 
upon the cost of goods sold, and possibly upon the cost of 
goods on hand, is insurance on stock. This is an expense of pro- 
tecting stock against loss by fire and is therefore a tax on the 
stock. 

When it is possible to determine the proportion of state or 
municipal tax directly applicable to merchandise, such expenses 
should be treated in the same manner as insurance on stock. 


Which of the six elements discussed should be included in 
the cost of merchandise on hand? 
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No one will deny that the first one—the invoice cost—should 
be, unless one wishes to modify the assertion by stating that 
market value should form the basis of valuation in case the 
cost exceeds the market value of goods on hand. 

For the sake of argument let it be assumed that the market 
value of goods on hand at the close of a period amounts to 
$866,440 or $50,000 less than the cost ($916,440). Had the 
market value been used instead of the cost, the net profit from 
operations (the earning capacity of the business) would have 
been falsified to the extent of $50,000, and all percentage com- 
putations, if based upon the cost of goods sold, would have been 
correspondingly incorrect. This adjusting of the inventory to 
agree with the market value would throw $50,000 of actual profit 
made during the current period into the following period unless 
the inventory at the commencement of the period was adjusted 
by the same amount, which would be a ridiculous assumption. 
Hence the effect of adjusting inventory values, the vital basis 
of statistics, is a serious matter which fictitiously affects not only 
the earnings of the current period but also the earnings of the 
subsequent period. 

Of course, there can be no objection to cutting inventory 
values when only a balance sheet is rendered for the purpose of 
showing the assets at under-the-hammer values, but in such a 
case all the assets should be shown on the same basis. There is 
a vast difference between realizable value in a going business and 
under-the-hammer value. An accountant is not justified in re- 
ducing the cost of goods on hand to the market value unless he 
is reasonably sure that the goods will not sell for enough to 
pay their proportion of the operating expenses. 

He is justified in stating in the comments of his report that 
the cost exceeds the market value of goods on hand by a certain 
amount, and such a qualification in his certificate is quite the 
proper thing. Or, he may advise that a reserve be created to 
cover the excess of cost over market value. The creation of 
such a reserve has the effect of reducing surplus, and that is the 
real object of cutting inventory values. 

In the following period the reserve may be adjusted to agrv. 
with the excess of cost over market value of goods on hand, 
by means of a surplus adjustment, and in case the cost is not 
in excess of the market value as at the close of the subsequent 
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period the reserve will revert to surplus, having fulfilled its 
functions, and because the true loss from owning goods which 
cost more than they could be replaced for has been made manifest 
through the profits realized from the sale of such goods. 

This treatment of the case is both equitable and scientific, 
and obviates the necessity of falsifying results from operations 
merely in order to show one current asset at its reproduction 
cost. The writer reiterates his question in a former article: 
Why do some accountants insist upon the market value theory 
in valuing merchandise on hand when they do not insist upon 
showing fixed assets at their reproduction cost, and very often 
certify to a balance sheet without having analysed the fixed asset 
and surplus accounts from the beginning of business? 

An inventory cannot be correctly stated unless it includes a 
proper amount to cover that proportion of freight and hauling 
inward which applies to goods on hand. By reference to exhibit 
B—schedule 1 in the June number of Tue JourNAL oF ACcouUNT- 
ANCY, it will be seen that the total amount of freight and hauling in- 
ward is $44,293 and that the net purchases for the period amount 
to $3,945,783. The ratio of freight and hauling inward to net 
purchases is 1.12%, and on this basis the amount of freight and 
hauling inward applicable to goods on hand at the close of the 
period ($916,440) is $10,150.44. This shows very clearly that 
the exclusion of freight and hauling inward from the cost of 
goods on hand would, in this particular case, result in understat- 
ing the assets of the business to the extent of $10,150.44. It 
also shows that the cost of goods on hand may well exceed the 
market value by $10,150.44 and still be absolutely consistent with 
the market value, for the latter does not contemplate the delivery 
of the goods. A comparison of cost and market value must take 
into consideration the value at the point of ownership and pos- 
session, and the omission of this feature must result in an un- 
just comparison. 

Some readers may contend that it is quite unnecessary to 
include freight and hauling inward in the cost of goods on hand, 
provided these elements are omitted at both the beginning and 
end of the period. In answer to this argument the writer points 
to insurance premiums prepaid, taxes accrued, interest prepaid, 
labor accrued, etc. Would the same readers disregard these 
prepaid and accrued items if they amounted to $10,000, or even 
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$1,000, merely on the ground that if they are omitted at both 
the beginning and end of a period no inequity results so far as 
current earnings are concerned ? 

In the case cited (see exhibit B—schedule 1), the inventory 
at the beginning of the period amounts to $874,257. If the ratio 
of freight and hauling inward to net purchases was the same in 
the previous period as in the current period the amount of freight 
and hauling inward included in the inventory at the beginning 
of the period would be $9,683.23. To omit these elements of 
cost at both the beginning and end of the period would result in 
understating the net profit for the current period to the extent of 
$467.21—a small amount, to be sure, but it illustrates the prin- 
ciple involved. 

Let us refer now to the last three elements discussed—ex- 
penses of the purchasing department, warehouse expenses, and 
insurance on stock. In the writer’s opinion these items of cost 
should be included when computing the cost of goods sold be- 
cause they represent expenses which are incurred as a direct 
result of getting the goods on the shelves and ready for the 
distributing department. They are “on-costs” or “burdens,” 
which apply to merchandise purchases in the same sense in 
which the over-head production expenses of a manufacturing 
plant apply to the cost of finished goods. In either case it is 
simply a matter of preparing goods for the selling department. 

If in a manufacturing establishment it is permissible to add 
to the cost of manufactured goods the expenses of the purchasing 
department, the expenses of the store rooms, and the insurance 
on stock, why is it not equally permissible for a mercantile 
establishment to do the same thing? Would not such a basis 
for determining the cost of goods sold afford a much more log- 
ical basis upon which to compute percentages? It would reflect 
more accurately the real effects of fluctuations in the volume of 
business done because the cost would be burdened with three 
elements of expenses at least two of which would not vary with 
the volume of business transacted. 

These suggestions as to including the three last mentioned 
elements in the cost of goods purchased are theories which the 
writer believes have never been fully discussed, and yet they 
are as sane and safe as many cost accounting theories which have 
merited considerable discussion. 


25 


i 
. 


The Journal of Accountancy 


It appears to the writer that goods are a source of outlay 
until they are ready for the selling department. Their true cost, 
therefore, involves all expenses up to that point—and by ex- 
penses the writer refers only to out-of-pocket expenses—actual 
expenses paid, or incurred and not paid; he does not include in- 
terest on invested capital, interest on capital owned on credit 
upon which no interest is paid, and borrowed capital upon which 
interest is paid at varying rates. 

In a manufacturing plant everything is cost up to the time the 
goods are ready for sale. In a mercantile plant the same thing 
is true in fact if not in practice. Therefore on this line of 
reasoning both the manufacturing plant and the mercantile plant 
will show a gross profit on sales which represents just what it 
should—the gross result produced by the selling department. 

The management in effect says to the selling department: 
“Here are the goods ready for you to sell. They have cost up 
to this point so much. The more you sell the less will be the 
on-cost per unit. Now go ahead and sell, and out of the gross 
profit realized on your sales must be paid the selling expenses 
and the general administrative expenses.” 

All this discussion bearing upon the cost of goods sold nar- 
rows itself down to these two questions: What constitutes the 
cost of goods sold in the case of a mercantile business? What 
constitutes the cost of goods on hand? Readers who are inter- 
ested in these questions are cordially invited to contribute their 
opinions. 


Computation of percentages 

By reference to exhibit B, in the June number of THE Jour- 
NAL OF ACCOUNTANCY, it will be seen that the rate per cent of 
gross profit on sales is computed on both the net sales and the 
cost of goods sold, and that the rate per cent of the operating 
expenses is computed on three different bases—net sales, cost of 
goods sold, and gross profit on sales. This is done merely for 
the purpose of comparison. 

The writer will not enter into a discussion of the compara- 
tive merits of the two bases employed in computing the rate 
per cent of gross profit on sales. It is assumed that 
all readers understand that the cost of goods sold is 
the scientific basis for computing the rate per _ cent 
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of gross profit on sales. Of course many business men 
—most of them possibly—reckon on net sales rather than the 
cost of goods sold, thus using a basis which is not constant, 
which varies with the amount of sales, and is not sensitive to 
the fluctuation in the gross profit. 

The writer contends that the gross profit on sales is the most 
satisfactory basis for computing the rate per cent of operating 
expenses. Neither the net sales nor the cost of goods sold forms 
a satisfactory basis for this purpose as the operating expenses 
are deductions from the gross profit on sales and not from sales 
or cost of goods sold. Out of every dollar of gross profit on 
sales must be paid .1336 for publicity expenses, .5053 for selling 
expenses, .0697 for delivery expenses, and .0718 for general ad- 
ministrative expenses, leaving .2196 as representing the net profit 
on each dollar of goods sold. 

The following comparison of the three bases used in com- 
puting the rate per cent of operating expenses shows that the 
first basis is more graphic than the other two. 


Distribution Expenses Gross profit Cost Net Sales 


$122,005 13.30% 3.05% 2.48% 
461,644 50.53% 11.55% 9.40% 
63,705 6.977% 1.50% 1.30% 
General administration ..... 65,619 7.18% 1.65% 1.33% 


Net Profit from Operations 

The excess of gross profit resulting from the regular opera- 
tions of the business over the expenses of distribution and the 
general administrative expenses represents the net profit from 
regular operations, regardless of the sufficiency or insufficiency 
of working capital, and exclusive of extraneous items of revenue 
and expenses and provision for doubtful accounts. It represents 
the earning capacity of the business without taking into considera- 
tion financial revenue and expenses—matters which are governed 
by the financial policies of a business and which are more or 
less foreign to the net result of trading. 


Additions to and Deductions from Net Profit from Operations 
Income from outside investments is entirely foreign to the 
net profit from regular operations. Current interest earnings 
(interest on deposits, etc.) and cash discounts on purchases are 
similar in nature, since in both cases they represent money re- 
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ceived by or allowed to the business for giving others the use of 
money. 

Interest on borrowed funds for current use and cash discounts 
on sales are of the same nature since in either case they represent 
money paid or allowed for others’ money. 

Provision for doubtful accounts is neither a selling expense 
nor a general administrative expense. It should represent the 
actual amount lost on bad accounts during the period, plus the 
amount which, it is expected, will be lost in realizing on the 
aggregate amount due from customers as at the close of the 
period. Hence it is a loss on past performances plus a guess 
as to future developments—a sad fact plus an optimistic gamble. 

Most of the accounts charged off during a current period con- 
sist of sales made during a former period, so that this class of 
expenses is distinctly foreign to current trading operations. They 
are reversals of gross profits taken in a prior period plus the loss 
of the goods. 

Losses on bad accounts are not an operating expense in any 
sense, yet in many businesses it is impossible to avoid this class 
of losses to a greater or less degree. They are a down-right 
loss which belong right down on the bottom of the profit and 
loss statement if for no other reason than that they are not 
pleasant things to talk about and should be left as a sort of last 
rites—the accounts being dead. 

The writer feels that a further mention should be made of 
cash discounts on purchases, inasmuch as it is not uncommon 
to see this element of financial expense deducted from purchases 
in profit and loss statements compiled by certified public account- 
ants. 

How in the name of common sense an accountant can con- 
sider cash discounts on purchases a deduction from gross pur- 
chases when computing net profits is more than the writer can 
comprehend. Possibly it may be argued that the cost of goods 
is represented by what is actually paid for them. But who can 
tell what that cost is? It is not the invoice cost less the cash 
discount, because the business could not, in most cases, take 
advantage of cash discounts on purchases without either borrow- 
ing money at the bank or allowing cash discounts on sales, or 
both. Hence the accountants who insist upon deducting cash 
discounts from purchases should also insist upon adding to pur- 
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chases whatever it costs to take advantage of those cash discounts ; 
i.e., what part of the interest on borrowed moneys and the cash 
discounts on sales was absorbed in securing moneys with which 
to take advantage of cash discounts on purchases? 

Let me give a final problem: 

If the federal corporation tax is a legitimate operating ex- 
pense, why should it be computed on an amount including itself? 
That is getting a corporation coming and going. In other words, 
why should not the taxable net income less $5,000 be divided by 
1.01 in order to get 100 per cent or the basis upon which to com- 
pute the tax? In this way tax is not charged on tax, whereas 
the method prescribed in the law makes it necessary to compute 
the tax on 100 per cent plus the tax. If the law should be re- 
pealed would not the government have to refund the excess 
charge included in the last payment? Also, if a corporation is 
dissolved has it not paid too much to the government by I per cent 
of its last corporation tax? 

This is illustrated in exhibit B where the net profit from 
operations amounts to $200,558 after deducting the corporation 
tax, or to $202,564 before deducting the corporation tax of 
$2,006 (see exhibit B—schedule 5). This computation was made 
by dividing $202,564 by 1.01, the quotient being $200,558. Tak- 
ing I per cent of this last amount gives the amount ($2,006), 
to which the government is really entitled but the law provides 
for computing the tax on $202,564, which gives the government 
a tax on its tax amounting in this case to $20.06. (These com- 
putations purposely exclude the $5,000 allowance in order to 
simplify the matter.) Of course the double-up charge is a small 
matter, yet in the case of a business yielding a taxable net in- 
come of say $5,000,000 it means a matter of about $500. 

The next article will deal with the balance sheet of a manu- 
facturing business. 
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Accounting Methods for Mercantile Corporations* 
By F. Barrin, C.P.A. 


The subject selected for this paper, AccouNTING METHODS 
FOR MERCANTILE CORPORATIONS, is One upon which so much has 
been written that it does not seem possible to deal with it in the 
customary manner and arouse anything more than a polite show 
of interest. I propose, however, to examine the subject from a 
composite standpoint, namely, that of (a) the public accountant, 
and (b) the individual whose duty it may be to keep the books 
and accounts of such a corporation. As I proceed you will have 
an opportunity of deciding upon the probable length of time 
that I would be able to retain an imaginary position as a book- 
keeper. 

Before proceeding to describe any of the accounting methods 
that might be successfully employed it may be helpful to ascer- 
tain the meaning of the word “mercantile.” My observation 
has been that it is very often used without a clear understand- 
ing as to what class of business pursuits are included therein. 
A simple definition of the word would be: “appertaining to 
the buying and selling of merchandise.” Taking this literally it 
might be considered eminently proper to assert that the word 
mercantile virtually covers all businesses formed for (a) the 
buying of merchandise and (b) the selling of it, whether in the 
purchased form or after its having passed through some addi- 
tional process of manufacture. This would have the effect of 
including every business of such nature, whether a corner grocery 
or a factory whose plant covered many acres of ground. I in- 
cline to the opinion, however, that this interpretation is too 
liberal and that, in a general way, we should only consider as 
mercantile corporations those which sell their wares, whether 
wholesale or retail, in the form in which they were originally 
purchased. By this I do not mean that the grocer may not add 
sand to his sugar or chicory to his coffee; or that the milkman 
may not dilute his milk with water. These appear to have been 
trade privileges since, probably, long before accounts were given 
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any serious thought, and it is not my purpose to discuss the ethics 
of the grocery or milk business. 

When we think of the subject before us we must not allow 
ourselves to substitute therefor, as being synonymous, that much- 
abused word “system,” which has been used to describe every- 
thing from a collection of numbers, which, when used in the 
order described by their inventor, will, it is said, guarantee a big 
winning at roulette, or some « nilar game of chance, to a care- 
fully planned arrangement of records designed to relate the 
stupendous transactions of the United States government. We 
need something quite different for our mercantile corporations. 

It may be interesting to discuss some of the difficulties that 
confront the average bookkeeper in connection with the ac- 
counts of almost any corporation. 

He will find upon entering the service of the company that 
their methods are somewhat different from those in use by 
his previous employers. The average business man has had 
insufficient training in accounts and may even fail to realize the 
importance of keeping anything more than a careful record of 
cash transactions, sales and open accounts due from customers. 
Suspicion and sometimes resentment is felt by an employer when 
the incoming bookkeeper wishes, at the outset, to introduce new 
methods and to put into effect radical changes in the existing 
system. This feeling is quite natural in an ernployer who cannot 
be other than reluctant to permit changes to be made until he has 
had an opportunity of satisfying himself by observation of the 
accounting ability of his new bookkeeper. The latter, then, in 
such case would do well to be patient and in the meantime to 
follow the methods in use by his predecessors, looking to the 
future for opportunity to change matters to conform to sound 
and standard accounting methods. It should be borne in mind 
that ‘‘a little learning is a dangerous thing,” and before making 
any change one should be convinced that it is an improvement 
over the one in use and be able to give reasons why. Do not 
make the mistake of instituting different methods merely for the 
sake of change, and, further, do not overlook the important fac- 
tor, practicability. The best way is seldom the quickest, but, 
per contra, the simplest way, provided that it is a safe one and 
that it gives the required information, is the best. 

We will suppose that we have overcome our initial difficulties 
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and that we have been given permission to open a new set of 
books; also that we have been instructed to prepare a suitable 
scheme of accounts and to transfer the company’s old accounts 
to conform to the new order of things. The first essential will 
be to go over the memoranda of improvements that we have 
made from time to time since we first occupied the position of 
bookkeeper to this imaginary corporation. Assuming that the 
memoranda have been carefully scrutinized, the following ac- 
counts and their general arrangement might be considered suit- 
able. 


Assets 
Land 
Buildings 
Furniture and fixtures 
Wagons, harness, etc. 
Horses and mules 
Unexpired insurance 
Supplies on hand 
Merchandise on hand 
Freight suspense 
Notes receivable 
Accounts receivable—customers 
Petty cash 
Cash 


Liabilities 
Capital stock 
Reserve for depreciation 
Reserve for doubtful notes and accounts 
Notes receivable discounted 
Taxes accrued 
Notes payable 
Interest accrued 
Accounts payable 
Pay roll accrued 
Surplus 
Profit and loss 


Cost of sales and expenses 
Cost of merchandise sold 
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Salaries—management 
—office and general 
—salesmen 

Rent 


Light and power 

Fuel and heating 
Stationery and printing 
Postage 

Telegraph and telephone 


Stable and delivery expenses 
Traveling expense—salesmen 
General expense 
Insurance 
Taxes and licenses 
Repairs 
Bad debts 
Depreciation 
Interest on borrowed money 


Sales, etc. 
Sales—suitably subdivided 
Miscellaneous income 
Interest on notes and accounts 


The average ledger and trial balance thereof is a meaningless 
jumble of accounts which do not convey any instant intelligence 
to the bookkeeper, and to the lay mind bring a feeling of despair, 
not to say awe. The accounts in a ledger should in brief describe 
their mission or what they may reasonably be expected to con- 
tain, and nothing else should be entered therein. They should 
also be suitably classified so as to assist in quickly arriving at 
the status of the business. If these rules be adhered to—and 
I believe they have been in the above outline—less trouble will 
be experienced by the average bookkeeper at closing time in deter- 
mining what is an asset or a charge to profit and loss, and what 
is a liability or a credit thereto. 

It would seem to be in order now to describe some of the 
essential records that might be used in relating the transactions 
of such a business as we have in mind. This is not such a diffi- 
cult task, as while there are a number of books and forms that 
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are peculiar and necessary only to certain enterprises, there are 
others that are more or less general to all mercantile corpora- 
tions. The former I will not attempt to describe, for the reason 
that this paper will hardly permit of my dealing with my subject 
in more than a general way. 

Among the general records that may be installed—I was 
going to say with “impunity,” but that is a little too sweeping 
and I will therefore use the word “safety’’ as being more con- 
servative—are the following: 


General ledger 

Customers’ ledgers—suitably divided 
Voucher record 

Journal 

Cash book 

Sales summary 

Monthly trial balance 

Freight received 

Vouchers 

Stock record (where practicable) 


In your own practice you may have found it essential to add 
other records, but the foregoing are all that it seems necessary 
to recommend for general purposes. A brief description of cer- 
tain of them may be helpful. 


GENERAL LEDGER 


The purpose of the general ledger is to show, in somewhat 
condensed form, the changes in the affairs of the corporation 
in so far as these can be reflected in figures or groups of figures. 
It may be supported by as many subsidiary ledgers or other rec- 
ords as may be necessary suitably to classify the transactions or 
to subdivide them for convenience in handling. These might 
consist of customers’ ledgers, accounts payable ledger or voucher 
record, departmental ledgers, etc. Each would be subject of 
course to a controlling account on the general ledger and, assum- 
ing all entries to have been correctly made, should balance 
with it. 

The business of all corporations, except those in the nature of 
charitable or social organizations, is conducted for the purpose 
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of profit, although this object is quite often not attained. The gen- 
eral ledger through an intelligent arrangement of its accounts 
should show the success or non-success of the enterprise and the 
causes—otherwise it will have fallen short of its purpose. 


CustoMERs’ LEDGERS 


The usual customers’ ledgers will now be found to be of the 
loose-leaf variety, for a number of reasons. They are more 
elastic and may be subdivided into almost any desired form, such 
as, alphabetically, territorially, by commodities, departments, 
branch stores, etc. There is some danger in their use owing to 
the comparative ease with which substitutions may be made for 
fraudulent purposes, but, if the proper precautions are observed 
their advantages will be found almost overwhelmingly in their 
favor. 

One feature of loose-leaf ledgers that I have found useful 
in the accounts of certain industries is that any desired number 
of designs of sheets may be used in the same cover, so as to 
record facts relating to various commodities whose descriptions, 
terms of sale, etc., are widely different. In a bound ledger this 
would be difficult, if not impossible. 

Each customer’s ledger or group will be found easier to 
handle and balance if controlled by a representative account on 
the general ledger. Such controlling accounts might be entitled: 
“Accounts Receivable—Customers A to G,” or be given any 
other description that would clearly indicate the ledgers which 
they represented. 


VoucHER REcoRD 


The adoption of this record has been so general during the 
past few years that it seems unnecessary to describe it. Its uses 
have multiplied, and while at first it was often a large and un- 
wieldy volume with numerous columns, many of which were 
seldom used, it is now conceded to be more effective and eco- 
nomical to have it of a reasonable size, with columns only for 
main divisions of expenditures. The latter are, where necessary, 
amplified in separate subsidiary records controlled by the various 
columns in the main voucher record. For instance, the column 
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“merchandise” may by means of these subsidiary records be 
subdivided into departments, commodities or any other desired 
classification. The “expenses’’ column may also be enlarged and 
divided to any necessary extent, and similarly any other classifica- 
tion of the transactions of the business. 

The voucher record will, of course, require a controlling ac- 
count to be kept for it on the general ledger. At the close of 
each month, or oftener if necessary, a list should be made of the 
numbers and amounts of all unpaid vouchers, the total of which 
should agree with the balance of the representative account on 
the general ledger. If it does not agree the difference should 
be located as soon as possible and adjusted. 

This record is not only satisfactory for the distribution of 
vouchers, but I have found it very convenient for the purpose 
of recording transfers between accounts. In other words, it 
may be used as a journal, provided the privilege is not abused. 
A very good plan for this is to write the journal entry and 
description on an ordinary voucher form, attach any necessary 
papers thereto and enter it in the voucher record, debiting and 
crediting the accounts affected. The voucher may be given its 
proper numerical sequence, or a separate series of numbers may 
be used for these transfers. 

Some accountants favor a combination voucher record and 
cash book. I fail to see any real gain from such a union, and 
believe that the economy resulting from not having to rewrite 
the names of payees, amounts, etc., in a separate cash book is 
more than offset by the fact that the introduction of cash col- 
umns renders the record non-elastic and restricts its general 
usefulness. It is also a temptation to develop the record into 
a columnal statement of disbursements, instead of expenditures 
as it is intended to be. 

It has always seemed to me a good plan not to crowd too 
much into one book, no matter what its nature. The usual result 
of over-feeding is indigestion, and this applies to accounting 
records as well as to human beings. 


JouRNAL 


This record will be found more useful if it has two or three 
debit and credit columns. They will be found convenient for use 
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with controlling accounts, as only the monthly totals will re- 
quire to be posted to the general ledger, the details being, of 
course, entered in the subsidiary ledgers to the accounts affected. 

I favor having the space for the names of the accounts affected 
and the explanation in the center of each page, the columns 
being placed on either side. This minimizes the possibility of 
error in entering a debit amount in a credit column or vice versa, 
and also assists the mind when posting to the ledger. 


Casu Book 


We often hear: “Everyone knows what a cash book is.” Does 
he, except in a very vague way? If you asked for a definition 
of the term it would probably cause a good deal of trouble to 
comply with your request. As I had some doubt about my own 
ability, I consulted the dictionary and here is what it states, 
quoting literally: ‘Cash book—a book devoted to a cash account.” 
It seems to me that this much-abused record is entitled to a 
little more consideration; and so out of regard, or you may say 
with no regard, for its feelings I shall try my hand at a descrip- 
tion. “A cash book is a record devoted to the receipt and dis- 
bursement of cash. It should show the source, form and amount 
of cash received and the direction, nature and amount of cash 
disbursed.” 


The receipts side of a correctly designed cash book should 
contain columns for necessary controlling accounts, cash sales, 
where these are a factor, and any others that may be essential. 
It might also contain a memorandum column for the daily de- 
posits in the bank, thereby avoiding the necessity of entering 
these in the cheque book. 

The disbursements side of such a cash book should contain 
columns for voucher and cheque numbers, controlling accounts 
upon which payments are made, and any others that may seem 
necessary. As wil! be explained under the heading Cash, the 
main disbursements should all be by cheque, petty payments 
being entered in a separate record. 

The difference between the receipts and disbursements, plus 
the balance at the beginning of the month, should always be rep- 
resented by cash in bank or in hand, or both. 
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SALES SUMMARY 


At one time it was the custom to enter the sales in a day book 
or register which gave full particulars of each transaction. This 
method has been largely superseded, and it is now usual to find 
that the sales summary is prepared on an adding machine, only 
the sales sheet numbers and amounts being listed. Where it is 
desired to classify sales separate lists require to be made for 
each division, the grand total being charged to the controlling 
account at the close of the month and divided among the various 
sales accounts. This method is quite efficient and, where the 
proper precautions are taken and proof made of the results, there 
is very little room for serious error. 


FREIGHT RECEIVED 


The purpose of this book, which may be loose-leaf, is mainly 
to provide a place in which to record the details of each consign- 
ment as and when received. It will be found very useful at 
inventory time, as it will clearly indicate the date upon which 
certain goods arrived and any doubt as to whether they should 
be included in the list of merchandise actually on hand can be 
very easily settled. It may also be found useful in making 
settlements with carriers, and separate columns may be provided 
for the amount payable to each railroad and express company 
with which the corporation deals. 


Stock REcorD 


When we look at the huge and varied stocks of merchandise 
carried in certain businesses we may think, “How is it practicable 
to keep a running inventory of all these goods?” If we realize 
that each class of article carried can be very conveniently repre- 
sented and its history recorded on one page of a record or on a 
single card of moderate size, and, further, that several thousand 
of the latter can be contained in a cabinet of reasonable dimen- 
sions, the task does not seem so stupendous. The rel difficulty 
lies in the number of the transactions in each article. In some 
lines of merchandising there is no doubt that the keeping of a 
stock record would be largely unprofitable, but in a great many 
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enterprises it would pay its cost many times. Certainly the main 
items, in which considerable money is invested, should be care- 
fully recorded and the book balance compared with the periodical 
inventory. Serious discrepancies should be carefully investigated. 
The result will often be found astonishing. 

By this time you may have come to the not unreasonable con- 
clusion that I am venturing further into the slough of system 
than is consistent with my opening remarks. I have, however, 
only touched lightly on the various books and forms enumerated. 
There is a great deal more that might be said if time permitted. 

We have now before us a list and description of the records 
in which the daily transactions are to be written, and we have 
also a schedule of the accounts to which the transactions are to 
be debited or credited. Let us now ascertain the purpose of 
each of these acounts. 


ASSETS 


Land 

This account is intended to contain the cost, if a purchase be 
made, of the land required for the business of the company or 
the site upon which its various buildings are or may be erected. 
The cost would probably be made up of the following items: 


Purchase price per agreement. 

Mortgage assumed, if any, and interest thereon to date of 
purchase. 

Abstract of title. 

Legal services or commission. 

Recording fees. 


When all or part of the site is sold, the amount received 
should be credited to land account, and the difference as com- 
pared with the original cost charged or credited, as the case 
may be, to the profit and loss account. 

This account is not intended to contain the cost of any land 
that is not required for business purposes. Any land that may 
be purchased strictly as an investment and upon which buildings 
may be erected for the purpose of rental should be shown in a 
separate account and so described. 
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Buildings 

When the buildings are sufficiently numerous this account 
on the general ledger may be used as a controlling account, the 
items entering into the cost of the various structures being shown 
in a separate ledger or other suitable record. The latter will 
prove valuable for depreciation purposes, in addition to being 
an excellent reference when placing insurance or in case of fire. 
Even though no separate ledger be kept to contain the cost of 
the several buildings, an accurate record should be made of the 
cost of each. If desired, this may be done by means of individual, 
temporary accounts which upon the completion of construction 
may be closed into the one account Buildings. There is no ob- 
jection, however, to leaving the individual building accounts on 
the ledger, unless, as previously mentioned, they be numerous. 

The items that may constitute the cost of any building or 
buildings are so numerous that I shall only mention them very 
generally, as follows: 


Architects’ fees. 


Labor. 

Material. 

Fire and accident insurance premiums, cost of contractors’ 
bonds, etc. 

Interest. 


Interest should be calculated only from the dates of the 
various payments, or, better still, the dates paid by the bank to 
the date when the building is ready for occupation. This method 
is correct in cases where money is not especially borrowed for 
construction purposes. In the case of bonds issued or loans 
made for construction it is usual to charge interest from the date 
that each loan commences to draw interest to the close of the 
construction period. The reason for this is that the entire sum 
of money borrowed usually lies idle and is earning nothing for 
the borrower. 

The question of depreciation not only of buildings, but of all 
items of plant and equipment, is one that has added gray hairs 
to the head of many an accountant and bookkeeper. There are 
numbers of things that have to be taken into consideration be- 
fore a fair rate can be determined. There is often the further 
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condition that the head of the business strenuously objects to 
writing off any depreciation. Accountants have to thank the 
federal income tax law that it has made depreciation exceedingly 
popular. Officers of corporations who could not, by any argu- 
ment, be made to consent to dealing with it now hail it with de- 
light and display an eagerness that is quite amusing in the light 
of their former attitude. 

In order to arrive at a fair rate of depreciation for buildings 
there should be taken into account, in a general way, the follow- 
ing factors: 


(a) Nature of the materials used in their construction. 

(b) Age of the buildings, if not newly erected, and their 
probable remaining life. 

(c) General uses to which they will be put. 

(d) Whether they are of a temporary or permanent nature. 

(e) Life of the town or district in which they may be situated. 


The last-named condition is likely to occur only in mining 
or similar communities, the life of which is usually difficult to 
determine. In any rate or rates that may be established it is 
better to err on the side of liberality. 


Furniture and Fixtures; Wagons, Harness, etc. 

The titles of these two accounts seem to me to indicate in a 
general way what is chargeable to them, so that I shall not at- 
tempt to detail any of the numerous items. 

It is necessary to provide depreciation on these two classes 
of assets and, as in the case of buildings, the factor of probable 
life will enter very largely into the question of fixing a rate. 


Horses and Mules 

The title of this account seems sufficiently self-explanatory. 
Purchases should be charged at cost and the fact that a “good 
trade” has been made will not warrant any increase over cost. 
The book value of an animal that dies or is killed should be im- 
mediately written off so as to leave in the account only the value 
of the live animals. 

To my mind the best way of dealing with the question of 
depreciation of this class of assets is by means of a periodical 
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inventory, not less than semi-annual, at which time each re- 
maining animal should be thoroughly examined and a fair value 
placed thereon, which in no case should exceed its original cost. 
If this practice be conscientiously and consistently followed the 
results will be found uniformly satisfactory and trustworthy. 


Unexpired Insurance 

I have given this account only as an example, as there are 
many others that might be opened to record expenses paid in 
advance. Care should be taken in all such accounts to write off 
in each month the correct proportion applicable thereto. The 
plan of writing off round figures or the estimated proportion is 
usually inexcusable and is generally due to laziness or lack of 
interest on the part of the bookkeeper. 


Supplies on Hand 

This account is designed to take care of material which is 
required in the conduct of the business, but which is not held for 
sale. It might contain such items as provender, fuel, twine, 
wrapping paper, packing cases, stationery and printing and nu- 
merous other articles of a similar nature. The quantity of each 
used in the various months may be determined in a number of 
ways. The value thereof should be charged in each month to 
suitable expense accounts. 


Merchandise on Hand 

There are many mercantile businesses whose merchandise 
accounts contain the bulk of their transactions. Here we will 
find on the debit side purchases, freight, allowances on sales, 
goods returned by customers, trade and cash discounts to cus- 
tomers, etc., and on the credit side sales, allowances and returns 
on purchases, discounts on purchases, etc. The resulting bal- 
ance, at the end of the fiscal year, after applying the inventory, 
is usually a credit, thereby indicating an apparent excess of 
selling price over prime cost, but what may be its composition 
no one can tell without many pains and labors. 

As a contrast let us examine a merchandise account that is 
properly kept. What do we find? On the debit side the first 
entry will be the amount of the last inventory, which will be 
supported by a well-written, carefully-described and priced list 
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thereof, showing the value of each item of stock. Then will 
come the invoice cost of merchandise purchased for sale, plus 
the freight thereon and the amount of any direct handling charges. 
Before charging purchases to this account all the discounts 
should be deducted, except perhaps special discounts dependent 
upon the purchase of specified minimum quantities during a stated 
period. These latter might more properly be determined from 
month to month and credited to a suspense account so as not 
to disturb the normal percentages of gross profit. 

On the credit side will be found the amounts of allowances 
and returns on purchases and the monthly cost of merchandise 
sold, which has been transferred to the account of that name. 
At the end of the fiscal period will be found the amount of the 
inventory and any adjustment thereof. The latter may be either 
a credit or a debit, as the actual inventory is less or greater than 
the balance of the merchandise account according to the ledger. 

While we are on the subject of merchandise it may be perti- 
nent to state that the inventory should contain nothing that has 
not been actually received and is on hand at that time. Mer- 
chandise in transit from shippers, claims for shortages, freight 
overcharges, rebates, etc., should be eliminated from the inventory 
and shown in separate accounts, suitably named. Many so-called 
inventories are made a dumping-ground for everything that has 
been forgotten during the period then closing, instead of a good, 
clean list of what is actually on the premises. 

If any of the merchandise on hand has deteriorated in value 
or is unsalable, or if the market has fallen, the cost price should 
be reduced to meet such conditions. A suitable entry should be 
made in the books of account to show the reduction in values due 
to such causes and the loss may be stated separately in the profit 
and loss account. 


Freight Suspense 

In many cases merchandise is purchased “f. 0. b. destination,” 
which means usually that the shipper will pay the freight or 
will permit the amount thereof paid by the consignee to be 
deducted from the invoice when making settlement. I am satis- 
fied that many of these recoverable freights are lost by the pur- 
chaser, owing to his or his bookkeeper’s failure to make proper 
record thereof. The ordinary plan is to make a pencil notation on 
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the invoice, but, if this be omitted, the amount is often paid in 
full and the merchant not only makes no profit on his sale of 
that particular consignment, but on the contrary a considerable 
loss. 

For the purpose of minimizing the chance of loss in this 
direction I would open an account to take care of such freight 
and also the proportion of consolidated car-load shipments that 
may be recoverable from other corporations. As deductions 
are made from invoices this account should be credited and ac- 
counts payable charged. When cash is received from others this 
account should be credited with the amount so recovered. The 
balance of the account should be analyzed at the end of each 
month to see that nothing is being omitted or allowed to get in 
arrears. 


Notes Receivable 

To this account should be charged as and when received notes 
given by customers in settlement, so-called, of their open ac- 
counts, a corresponding credit being made to the accounts re- 
ceivable controlling account and the individual customers’ 
accounts. If sufficiently numerous it would be as well to keep 
a book to be known as the Notes Receivable Register, in which 
should be recorded the details of each note received. As collec- 
tions are made or renewals given, these facts should be stated 
in the register opposite the various notes. A list should be made 
of the notes uncollected at the end of each month, the total of 
which should agree with the balance of the notes receivable 
account on the general ledger. 

Some bookkeepers make a practice of merely noting in a 
customer’s account, usually in pencil, the fact that a note has 
been received, without making any formal entry to record the 
fact and the change in the form of the asset. This method is 
not to be commended and I have found that it is usually due to 
laziness or a failure to realize the importance of showing in one 
account all the notes that should be on hand at any given date. 

Installment notes, such as will be found in the retailing of 
furniture, pianos, etc., may present some difficulties to the ac- 
countant of such corporations. They will probably require the 
use of specially designed books or forms in order to minimize 
the work of keeping a proper record of them. 
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Accounts Receivable—Customers 

My reason for adding the word “customers” to the title of 
this controlling account is for the purpose of making it specific. 
The usual list of accounts receivable contains many accounts 
which do not result from the sale of merchandise. It seems to 
me very desirable that these miscellaneous debtors be eliminated 
from the customers’ ledgers and the controlling accounts and re- 
corded in either a sundry debtors account, individual accounts 
on the general ledger or, if there are many of them, in a separate 
ledger having a special controlling account. Such accounts 
usually consist of charges for freight claims, merchandise lost 
or damaged in transit, advances to employees, suspense items, 
etc., none of which should have a place in any total purporting 
to be due for merchandise sold. 

The charges to this account will mainly come from the sales 
summary at the close of each month, the various invoices making 
up the total sales having been posted daily to the individual cus- 
tomers’ accounts. There may be other charges from the voucher 
record and journal, but, ordinarily, these will be few in number. 
Credits will be obtained principally from (a) the cash book, 
representing collections; (b) from the sales summary, consisting 
of returns and allowances, and (c) from the journal, in the case 
of notes received from customers, etc. 

If it is borne in mind that every charge or credit to an indi- 
vidual customer’s account must also be similarly recorded in ‘the 
controlling account, either at the time or every month by means 
of column totals, very little difficulty should be experienced in 
bringing the total of customers’ accounts in the trial balance 
to agree with the balance of the controlling account at the close 
of each month. 

In preparing the usual monthly trial balance of customers’ 
accounts it would be very helpful to the credit man and in- 
structive to the manager to classify the amounts due, by means 
of suitable columns, into such subdivisions as “accounts not 
due,” “accounts due,” “accounts past due,’ the latter being 
again divided into “30 days,” “6o days,” “go days,” etc. 

It should be the endeavor of every accountant to keep each 
customer’s account “clean.” By this I mean that claims for 
allowances, returned goods, discounts, etc., should be promptly 
settled and the necessary entries made therefor. The practice of 
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allowing these to accumulate is a harmful one and sometimes 
leads to a lost customer, in addition to destroying confidence in 
the word receivable as applied to the balances apparently due. 

When accounts become very doubtful of collection they may, 
in order to minimize the number of accounts in the current led- 
gers, be transferred to a separate suspense ledger, for which a 
corresponding controlling account may be opened on the general 
ledger. 


Petty Cash 

Some cashiers make currency payments out of their general 
cash, recording these daily in a small memorandum book, and 
entering the total in the general cash book at the close of each 
month. Sometimes these disbursements are supported by re- 
ceipts or vouchers, but more often not. A better plan and one 
that is coming into more general use is to set aside a fixed sum, 
suited to the needs of the business, which is charged to an 
account on the general ledger entitled Petty Cash. This amount 
never varies, unless it is found that changing conditions require 
it to be increased or decreased, and should always be represented 
by actual cash and vouchers on hand. As the fund becomes 
exhausted, and invariably at the close of each month, a cheque 
should be drawn on the general cash account for the total dis- 
bursements to date so as to restore the petty fund to its fixed 
balance. The general cash voucher should have attached to it 
the petty vouchers and should be distributed to the necessary 
accounts in the same manner as any other voucher. 

If the petty cash disbursements are very numerous it would 
be advantageous to have a specially prepared book made con- 
taining suitable columns for the distribution of the payments, 
which could be totalled and posted to the general ledger at the 
end of each month. An alternative plan would be to have ruled 
sheets specially prepared with columns for distribution of ex- 
penses and a space for the signature of the person receiving the 
money. The latter feature would do away with the necessity 
for having separate vouchers. 


Cash 
In the past when the average person thought of cash he 
probably conjured up visions of gold and silver, treasury notes 
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and greenbacks, and possibly if he were a mercenary individual 
his eyes glistened and his fingers twitched unconsciously. 
As the vast bulk of the settlements between debtor 
and creditor are now made by cheque, the word has in a 
manner changed and we seldom find every-day commercial trans- 
actions involving the transfer of currency, except in the case of 
retail stores that sell for cash only. A large percentage of busi- 
ness houses deposit their receipts daily and make all their dis- 
bursements by means of cheque. The term cash has therefore 
come to mean as a rule the amount of available funds at the 
company’s bankers. In view of this fact there seems to me to 
be no necessity for keeping separate accounts in the general 
ledger for cash in bank. All available funds may be kept in the 
one account, Cash, and the balance of this should at all times 
agree with the balances in the various cheque-books and the 
cash on hand, not deposited. The latter item should be kept at 
the lowest possible figure and will usually represent receipts that 
have come in after the bank’s closing hour. During the financial 
panic of 1907 it was a very different matter, but, as Rudyard 
Kipling might say, “that’s another story.” 

It will be found useful to have the cash book contain a 
memorandum column in which to keep a record of the totals 
of the daily deposits. The total of this column at the end of 
each month should agree with the aggregate receipts, after tak- 
ing into account any transfers between banks, etc. 

It seems almost superfluous to say that proper vouchers 
should be obtained for all disbursements and these documents 
should clearly indicate the nature of the various payments. It 
is interesting to note that from a legal standpoint a cheque merely 
evidences the payment of the amount called for by it and, in 
the absence of other evidence, is not always proof of the dis- 
charge of a specific liability. The importance then of carefully 
prepared vouchers should not be overlooked. 

Some cashiers only balance their cash whenever the spirit 
moves them; others when they have time; and others do it every 
day just before closing. The latter has always seemed to me 
a very fitting time, and nothing should be permitted to interrupt 
this daily duty. A careful record should be kept of the daily 
cash balancing and a suitable form may be provided for this pur- 
pose. An overage or shortage, if unlocated at the time, should 
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be credited or debited to a Cash-Over and Short account until 
the error is discovered or passed upon by some one in authority 
and the amount written off. 


LIABILITIES 


Capital Stock 

It is generally conceded that this account should be credited 
with the total authorized capital stock at par. Any unissued 
stock should appear as a debit in an account which might be 
entitled “unissued stock.” The difference between the author- 
ized and unissued stock should agree with the total par value of 
shares outstanding, as shown by the stock ledger. 


Reserves for Depreciation 

A common practice among accountants as well as bookkeepers 
is to credit depreciation directly against the various asset ac- 
counts, which are thereby arbitrarily reduced. The depreciation 
is thus lost sight of and the reason for the reduction in the asset 
account is not apparent on the surface. It seems preferable to 
place the amounts so set aside in a separate account or accounts, 
leaving the assets at their original cost. Depreciation is at best 
largely a matter of estimate—by estimate I do not mean guess- 
work—and in accounting practice as well as in many other things 
it seems wise to separate known facts from probabilities, no mat- 
ter how scientifically the latter may be calculated. 

The annual rates applying to different classes of assets vary 
and, as previously stated, they are dependent upon a number of 
circumstances, so that I will not attempt to enter into technical 
discussion of the matter. Whatever rates are adopted should 
be followed consistently until such time as experience has shown 
them. 

It does not seem to me sufficient to introduce depreciation 
figures at the end of a fiscal period only. Each month should 
receive its proportion. 


Reserves for Doubtful Notes and Accounts 

The name of this account may, if desired, be changed to 
Reserve for Bad Debts, or it may be subdivided, a separate re- 
serve being maintained for notes and one for accounts. 
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It is a good plan to set aside each month a percentage, based 
on past experience, or, in the case of a new business, estimated, 
of the total charge sales for the month. At the end of the fiscal 
period the individual accounts should be carefully scrutinized 
and those that appear to be doubtful of collection should be 
credited to the reserve account, less the aggregate of the amounts 
set aside each month. When the monthly credits have been ex- 
cessive the reserve accounts should be adjusted, unless the excess 
is inconsequential. 

It has been found very helpful to mark at .ne head of each 
account reserved or partly reserved the letter R in red ink, 
together with the date when the reserve was created. The total 
of the accounts so marked should agree with the balance of the 
reserve account on the general ledger, after taking into account 
any collections that may have been made. 

A principal reason for temporarily crediting doubtful ac- 
counts to a reserve account is that the question of their collecti- 
bility has not been settled. By this I mean that in accounts, 
as already stated, facts should be carefully kept apart from re- 
sults that are reached by estimate or in any other similar man- 
ner. Another reason for creating a reserve is that when an 
account is closed by being actually written off and transferred 
to profit and loss there is every likelihood that it will be over- 
looked in the future. This is especially the case where loose- 
leaf ledgers are used and closed accounts are placed in a trans- 
fer binder to which reference is seldom made. 

When collections are made of accounts included in the reserve 
account the latter should be cleared of such amounts and a credit 
made to profit and loss. If desired, a temporary account may be 
opened to be known as Bad Debts Collected, which will be closed 
later into profit and loss. 


Notes Receivable Discounted 

This is an account that will be very seldom met, even in the 
largest corporations which discount customers’ paper. It is a 
most useful account, as it will at any time, if intelligently kept, 
indicate the total amount of such notes in the hands of banks 
and endorsed by the company on which there is a contingent 
and often very real liability. 

The manner of keeping the account is quite simple. When 
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notes are discounted the face value thereof should be credited 
to this account instead of, as is usual, to the asset account Notes 
Receivable. The interest charged by the bank should be debited 
to interest on borrowed money or some other similar account, 
and cash charged with the net proceeds. As the notes fall due 
entries should be made to record the fact of their having been 
collected or renewed, whether wholly or in part. The difference 
between the total of the Notes Receivable and Notes Receivable 
Discounted accounts should be represented by actual notes on 
hand which have not been discounted. 

I have not thought it necessary to provide in the assets divi- 
sion a suspense or other account in which temporarily to place 
the amounts deducted by the banks on bills discounted by them. 
The question of whether such interest should be wholly charged 
to the month in which the notes are discounted or spread over 
the life of such notes is one upon which there may be a division 
of opinion, although there should be none. 


Taxes Accrued 

The use of this account, sometimes known as Taxes Suspense, 
is to provide each month for the estimated liability for taxes 
which will require to be paid to the city, county, state and, latterly, 
the federal government. As these are liquidated the account 
should be debited with such disbursements and finally adjusted 
to agree with the actual payments. Special assessments should 
not be charged herein when paid, unless they have been previously 
known and included in the monthly reserve. 


Notes Payable 

To this account should be credited, as and when drawn, all 
drafts or promissory notes issued by the corporation. When 
these are paid or renewed suitable entries should be made to 
record such facts. 

When the number and amount of these obligations warrants 
it separate accounts may be opened for demand and time notes, 
so as to give the total of each class outstanding at a given date. 


Interest Accrued 
This account should be credited each month with the inter- 
est earned by the holders of the company’s notes payable out- 
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standing during the whole or any part of the month. Payments 
on account of such indebtedness should, of course, be charged 
to this account when made. 


Accounts Payable 

In my scheme of accounts this is intended to be the controlling 
account for the voucher record. There are other titles that 
might be given it, such as Audited Vouchers, Vouchers Payable, 
etc. 

The credits to the account will usually consist of the total 
of the liabilities detailed in the voucher record, together with any 
miscellaneous entries from the journal. The debits will come 
mainly from the cash book, representing vouchers paid during 
the month. As far as possible it is preferable to have all ad- 
justments of vouchers made through the voucher record, so 
as to have the latter, supported by the vouchers themselves, con- 
tain all information relative thereto. 

As previously stated, the balance of the accounts payable 
account on the general ledger at the end of each month at 
least should be compared with the total unpaid vouchers, as 
obtained from a list of these taken from the voucher record and 
checked with the unpaid vouchers on hand. Any differences 
should be at once located and adjusted. 


Pay Roll Accrued 

This account should receive credit for all salaries and wages 
applicable to each individual month, corresponding debits being 
made to the necessary expense accounts. As payments are 
made or contra accounts deducted suitable entries will require 
to be made in and posted from the books of original entry. 


Surplus 

The balance of this account, before closing at any date, should 
represent the excess of the assets over liabilities at the date of 
the last closing of the books, less any dividends that may have 
been declared. The account should be charged or credited at 
the end of each fiscal period with the balance of the profit and 
loss account. It should also be debited with dividends as and 
when declared. 

Some bookkeepers make a practice of charging or crediting 
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to this account items of expense or income occurring during a 
fiscal period, which appertain to a prior period. I do not favor 
this method, but prefer, if the items are of consequence, to open 
a separate account or accounts on the general ledger in which to 
record them. In any event they should be included in the profit 
and loss statement at the end of the year, but should be clearly 
stated as belonging to the prior period. 


Profit and Loss 

The appellation of “clearing-house” might be given to this 
account, as through it pass all the accounts that have a bearing 
on the results for the period. In the profit and loss account they 
are marshalled in review, the income on the one side and the 
expenses on the other. If there is a preponderance of income the 
corporation has made a profit; if the expenses are in excess there 
has been a loss. 

It is the custom with many corporations to close the neces- 
sary accounts into the profit and loss account in the shortest way. 
This usually consists in taking them in the order in which they 
happen to occur in the general ledger, without regard to their 
natural sequence. Such a method is crude and by it the profit 
and loss account becomes simply an annual or semi-annual 
dumping-ground. An intelligent arrangement of the items in a 
profit and loss account will, in a large measure, by means of 
percentages, etc., derived therefrom, tell the story of where the 
profit has been made or the causes of the loss, so far as these 
may be reflected in figures. Physical reasons they will not dis- 
close, but they will point the way in which investigation should 
be directed. 

The balance of this account at the end of each fiscal period, 
whether a profit or a loss, should be transferred to surplus 
account. 

(To be continued) 
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EDITORIAL 
The Auditor’s Legal Liability 


In the course of a recent editorial in the JouRNAL oF Ac- 
COUNTANCY the question of the auditor’s legal liability for 
statements contained in his certificate was mentioned and the 
opinion was expressed that it would be to the benefit of 
the accounting profession if this unsettled point were to re- 
ceive the adjudication of a court of law. This is a matter 
which is frequently discussed, but upon which there has never 
been in this country any definite ruling; and until the decision 
of the courts has been given there will be a continuance of the 
present uncertainty. 

It would seem that there are two principal sources from which 
civil suits against accountants might arise. The first is in the 
event of a client suffering from an embezzlement of funds which 
might have been detected and to some extent at least prevented 
by the exercise of due diligence on the part of the auditor. The 
second, and perhaps more important class of cases, will be 
those in which losses have been suffered by investors who have 
purchased securities to some extent at least upon the faith re- 
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posed by them in the auditor’s certificate as to the company’s 
financial position or profits. 

Under the first group of cases there are many ways adopted 
by skilful criminals to cover up the record of their acts and 
to deceive the auditor. The liability of the latter in such cases 
would seem to hinge upon—first, the scope of his duties as 
defined in the instructions given by the client, as obviously a 
restricted audit must carry with it a restricted liability. For 
this reason it would seem to be essential that accountants should 
in all cases have a definite understanding with clients as to the 
exact scope of their instructions. Secondly, the question of 
the auditor’s liability will probably turn upon the measure of 
diligence exercised by the auditor. It has been held in English 
cases that an auditor is not a detective but is rather a watch-dog. 
If it could be shown that the auditor had been careless, or if 
he had accepted explanations concerning matters which he could 
have verified by means at his disposal, or if he in any way had 
failed to exercise a reasonable degree of intelligence and cau- 
tion, it is probable that an action for damages could be sustained 
against him. 

Under the second class of cases the auditor’s work involves 
wide powers of discretion and any erroneous statement in the 
accounts which would render the auditor liable would have to be 
much more substantial in amount than would be required to 
establish a similar liability in the case of an embezzlement oc- 
curring under a cash audit. In balance sheet audits and in 
investigations to determine the financial position and the meas- 
ure of profits of companies and in furnishing certificates rela- 
tive thereto for use in the flotation of securities the auditor’s 

i judgment must approve the provisions made for depreciation 
4 of plant and equipment and of any wasting assets; the provi- 
sions made to meet losses from non-collectible accounts or other 
similar items, and he must satisfy himself that the inventories 
have been properly taken and valued at reasonable rates ; he must 
also see that all liabilities have been taken up and that proper 
distinctions have been maintained between charges made for 
capital and revenue expenditures. None of these matters can 
be established with anything like the degree of exactitude that 
is to be expected in the verification of cash receipts, disburse- 
ments and balances, but at the same time if an auditor’s certifi- 
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cate is to command the respect of the banking and investing com- 
munity the opinions expressed in his certificate must be based 
upon sound judgment and careful investigation. 

It would therefore seem to follow, if an auditor has 
failed to exercise reasonable care in the establishment of any one 
of the many important elements entering into the audit or in- 
vestigation upon which his certificate is based, or to take all 
the measures which his certificates would indicate to a reasonable 
mind as having been taken, that he should be held in some 
measure at least responsible for losses sustained by investors. 

In every-day practice it frequently occurs that qualifications 
must be inserted in an auditor’s certificate, but such qualifica- 
tions should be confined to matters of substantial importance 
and every effort should be made to remove the cause for such 
qualifications. If, however, the cause cannot be removed a 
qualification should be made in the auditor’s certificate and good 
faith requires that the auditor should state this qualification in 
explicit language. 

This leads directly to the question of the standing and in- 
tegrity of the accountant and it would not require many years 
to show which accountants were absolutely above the influence 
which the retention of a case is supposed to exercise, and which 
were ready to stretch a point for the sake of pleasing the client. 
We should have, therefore, in the course of time an increasingly 
wide recognition of the high standards which the better class 
of accountants has maintained and will maintain; and less 
scrupulous members of the profession would gradually, find 
themselves rated according to their lack of scruple, with the 
result that their certificates would carry little weight. On the 
other hand the accountant of higher standards would find that 
his certificate would be accepted at its face value by everyone to 
whom his name was known. 

But one of the strongest inducements to this exercise of 
conservatism in certification—indeed the very strongest induce- 
ment—would be the possibility of fixing upon the auditor legal 
liability for statements made. The great majority of American 
accountants today regard the moral liability for their work as 
equally imperative with any legal liability, but it must be admitted 
that there are members of the profession—happily their numbers 
are small—who require to have some sort of legal obligation in 
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order to stimulate their sense of honor and their respect for 
integrity. Doubtless these people would object to the fixing 
of legal responsibility, but the very fact that they did so object 
would be taken as conclusive proof of the desirability of amenity 
to the law. 

So far as we are aware the question of legal liability has never 
been brought before the courts of this country. In England 
there have been many cases in which the auditors have been 
held responsible for the statements contained in their certificates, 
and in some cases they have been mulcted of heavy damages on 
the principle that they were bound to make good the financial 
conditions displayed in the accounts to which they had appended 
their approval. We do not know how the law would be inter- 
preted in this country or in any of the states in regard to this 
matter. Morally of course the auditor is responsible and it 
appears to the lay mind that he should be legally responsible ; 
but if upon test it were found that the laws were inadequate and 
that the accountant could escape liability for erroneous certifica- 
tion it probably would not be a difficult task to secure the enact- 
ment of such legislation as would fix the responsibility where it 
belongs. 

In the early days of accountancy in America this matter was 
one which was not of paramount importance, but today the 
auditor is called upon to testify to the condition of accounts of 
all the great corporations, the great railroads, the great industries 
and to a large extent to examine and verify the accounts of all 
incorporated business. The public is becoming accustomed to 
glance at the bottom of a balance sheet to see what the auditor 
has said and who the auditor is before turning to the details of 
the account concerned, and it is the public that should demand 
every precaution which can be taken to insure absolute integrity 
and the utmost care on the part of the auditor. 

The auditor stands in a fiduciary capacity to both the owner 
and the manager—to stockholders and directors—and no mere 
question of pleasing either the one party or the other should 
weigh for a moment in the scale against a true presentment of 
facts. 

We recognize that the great majority of accountants would 
not be affected one way or the other by the knowledge that 
legal liability would attach to their certificates; but in order to 
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protect the public against inefficiency—to give it no worse a 
name—and in order to protect the profession against the inclu- 
sion of undesirable members we strongly advocate the theory 
that if the laws today do not fix legal liability upon the audi- 
tor they should be so amended as to bring about that condition of 
affairs. 


Colorado Society of Certified Public Accountants 


In accordance with custom the Colorado Society of Certified Public 
Accountants recently held its annual “ladies’ night.” Fifty members and 
their wives and invited guests, after a dinner at the Hotel Metropole, 
were carried by motor car to a summer garden where seats had been 
reserved for the play given there. The evening was enjoyable in every 
way. 


Michigan Association of Certified Public Accountants 


The last regular monthly meeting of the Michigan Association of 
Certified Public Accountants took a social turn. The entertainment 
committee arranged a dinner at an hotel in a suburb of Detroit; members 
brought their wives, and after dinner enjoyed an evening of musical 
entertainment. The chairman of the committee took the opportunity 
to notify the ladies that “ladies’ night” might not occur oftener than 
once a year and should conciliate them for any sacrifice caused by the 
regular attendance of their husbands at the monthly meetings. 


Alabama State Association ef Public Accountants 


At the regular annua! meeting of the Alabama State Association of 
Public Accountants, held in Birmingham on May a2sth, the following 
officers were elected for the ensuing year: President, J. B. Simpson; 
vice-president, W. G. Austin; secretary, G. L. Lemon; treasurer, C. S. 
Huffman. 

The question of securing the passage of a C. P. A. law in Alabama 
was discussed and a committee appointed to draft a suitable bill. 
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Conpucrep BY JOHN R. WitpMAn, M.C.S., C.P.A. 
ProsLeEM No. 7 (DEMONSTRATION) 


Murray Hemmingway, a retail dealer in art objects, began 
business on January I, 1911, with a cash capital of $10,000. He 
engaged a store on Broadway, agreeing to pay therefor $500 a 
month, in advance. According to the terms of the lease he was 
to have the rent for two months free of charge with the under- 
standing that the matter was to be adjusted through a rebate at 
the end of the year. He purchased furniture and fixtures on 
account for $7,000 and borrowed from a bank on January 1, 
1911, $50,000, through two notes, one of $30,000 and one of 
$20,000, each bearing interest at 5% (360 day basis). The note 
for $30,000 was due May 1, 1911, and that for $20,000 was 
due August 1, 1911. The purchases for the period were $40,000. 
The items of expense which follow were all paid in cash: light, 
$1,200; salesmen, $3,750; porter (in store), $360; bookkeeper 
and clerk, $900; office expense, $125; sundry store expense, 
$300. Hemmingway drew in cash, as salary, $6,000. The rent 
was paid to A. Kupper, landlord, as per the agreement, that for 
the month of July being paid on June 30th. The sales for the 
period were $75,000. The allowances on sales were $325. The 
cash discount on sales was $565. The purchase returns were 
$1,000. The delivery charges on sales, paid in cash, were $875. 
The interest on bank balances was $250. Two notes, bearing 
interest at 6% and due August 1, each in the amount of $5,000, 
were taken from customers on June Ist. The inventory of mer- 
chandise on June 30th was $10,000. There was due from custo- 
mers $32,000 and due to creditors $25,000. The notes payable 
were taken care of as they matured. 

Prior to June 30, 1911, Hemmingway began negotiations with 
M. Blauvelt, whereby the latter was to purchase a one-half inter- 
est in the business for $26,950. The negotiations were concluded 
and the copartnership effected as of July 1, 1911, not, however, 
until Hemmingway had valued and placed on his books an ac- 
count for goodwill in the amount of $15,000. Blauvelt gave 
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Hemmingway a check for $26,950, which was not deposited in 
Hemmingway’s business account. 
Frame the journal entries necessary to 
(a) Close the books of Murray Hemmingway. 
(b) Open the books of Hemmingway & Blauvelt. (Explain 
the entry or entries.) (Provide for a controlling account 
in the case of accounts receivable. ) 


SoL_uTION TO ProsLeM No. 7 


The solution to this problem involves two sets of books. 
Those of Hemmingway & Blauvelt are to be opened. The 
books of Murray Hemmingway are to be closed. Before either 
operation can be accomplished it is necessary to determine the 
financial status of the business in which an interest was sold. 

This type of problem illustrates the formation of a copartner- 
ship through the sale of an interest in a going concern. The 
extent of the interest is not apparent on the face of the problem 
and must be ascertained. 

The financial condition showing what was available for sale 
will be revealed by a balance sheet. A balance sheet cannot be 
prepared until a trial balance has been constructed. A trial bal- 
ance cannot be made until the accounts have been raised. Ac- 
counts proceed from journal entries. Hence the sequence of 
operations begins with the journal entries taking up the items 
in the order in which they appear in the problem. It is to be 
understood that while some of the transactions involve cash, 
and the entries would be made in the cash book, they may very 
properly be expressed in the form of journal entries. The facts 
will bear scrutiny to determine which should be journalized and 
which are given for explanatory purposes only. The journal 
entries follow: 


To Murray Hemmingway, proprietor ........... $10,000 


Note due May 1, 1911, $30,000—5% 
“ Aug.1, 1911, $20,000—5% 


59 


| 
| 
| 
| 
| 
| 


The Journal of Accountancy 


250 
mberest on benk balances 


Two notes, $5,000 each dated June 1, 1911, bearing 
interest at 6%, due August I, IQII. 


Interest accrued on notes receivable ..................6. 50 
To interest on notes receivable .................. 
$10,000 x 6% = $600 + 12 = $50. 
To interest accrued on notes payable ............. 


$30,000 x 5% = $1,500 + 12 x 4 = $ soo 
$20,000 x 5% = $1,000 + 2 


$1,000 


60 


40,000 
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75,000 
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Interest accrued on notes payable ...................+06- 500 

To Murray Hemmingway, proprietor ........... 15,000 


In addition to the above there is one entry which seems to 
require explanation. It will be remembered that according 
to the terms of the lease, Hemmingway was to have the use of 
the premises for two months free of charge. The agreement 
was modified, however, in that the adjustment was to be made 
through a rebate at the end of the year. This being the case, it 
is probable that the adjustment would be accomplished so far as 
Hemmingway was concerned by not paying any rent for the 
months of November and December, 1911. Such is the practice 
frequently met with in similar cases. Thus, when Hemmingway 
completed negotiations with Blauvelt for the sale of an interest 
in the business, there existed a right, owned by Hemmingway, 
to recover from A. Kupper, the landlord, the amount of $1,000. 
This right, of which Hemmingway had not availed himself, would 
have the effect of reducing the rent, not for the year, but for the 
first six months and would thereby create an asset in the form 
of an account collectible from A. Kupper. It would thus appear, 
that in the circumstances an entry should be made previous to 
closing which would be as follows: 


If at this point all of the above journal entries were to be 
posted to skeleton ledger accounts a trial balance would show 
the following accounts and amounts. Further a classification of 
the accounts into real and nominal groups would reveal a profit 
for the period of $28,900 which should be closed into the pro- 
prietor’s account by journal entry. 


Trial Income debits Balance 
Debits balance andcredits Sheet items 
Furniture and fixtures ........... $ 7,000 $ 7,000 
Salaries of salesmen ............. 3,750 3,750 
Salary bookkeeper and clerk ...... goo 900 
Sundry store expense ............. 300 * 300 
M. Hemmingway, salary .......... 6,000. 6,000 
Rent paid in advance .............. 500 500 
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Cash discount on sales ............ 305 65 
Accrued interest on notes receivable 50 50 
Interest on notes payable.......... 1,000 1,000 
30,000 30,000 
10,000 10,000 
Credits 
Interest on bank balances ......... 250 250 
Interest on notes receivable ....... 50 50 
25,000 25,000 
20,000 20,000 
Interest accrued on notes payable.. 500 500 
M. Hemmingway, proprietor ...... 53,900 53,900 | 
$175,700 $76,300 $99,400 


At this point it becomes possible to comply with the require- 
ments of the problem and frame, first, the journal entries nec- 
essary to close the books of Murray Hemmingway in accordance 
with the terms of the sale. Two entries are made instead of 
cne in order to show that the business was taken over and con- 
tinued by Hemmingway & Blauvelt. 


Interest accrued on notes payable ...................-025- 500 

To fermiture and fixtures $ 7,000 

Merchandise (inventory) 10,000 

Accrued interest on notes receivable ......... 50 


To close asset and liability accounts 
to new proprietors’ accounts. 


Murray Hemmingway, proprietor $53,900 
To Hemmingway & Blauvelt .................... $53,900 


To close old proprietor’s accounts. 
The second requirement of the problem covers the opening 
of the books of Hemmingway & Blauvelt and is fulfilled by the 
following entry: 


62 


| 


Department of Practical Accounting 


Merchandise (inventory) ............ 
Accrued interest on notes receivable ...............ee00: 50 

Interest accrued on notes payable......... cs 

M. Hemmingway, proprietor ................ 


To set up on the books, the accounts repre- 
senting the business of Hemmingway & 
Blauvelt, as taken over from Murray 
Hemmingway under an agreement of co- 
partnership dated July 1, 1911. 


7-A (PRACTICE) 


From the following trial balance at June 30, 1911, and sup- 
plementary information, frame the entries to close the books of 
John Simmonds and open those of Ralph & Simmonds in the 


case of a copartnership agreement in which Franklin 


Ralph 


purchases a half interest in the business of John Simmonds, 


under date of July 1, 1911, for $43,000: 


Debits Credits 
$ 5,000 Sales ..... $ 95,000 
Horse, wagon and harness. 1,200 John Simmonds .......... 034 
1,500 Salaries accrued ......... 50 
Bad debts-written off...... 3,500 Notes payable ............ 5,000 
25,162 Purchase allowances ..... 240 
Salaries of clerks ........ 2,500 Interest accrued on notes 
Accrued interest on notes tens 175 

275 Interest on notes receivable 275 
7,000 Commission accrued ...... 400 
Merchandise 12/31/10..... 12,000 Accounts payable ......... 12,473 
Interest on notes payable.. 350 Purchase returns ......... 180 
Accounts receivable ....... 35,700 Reserve for bad debts..... 3,500 
Sales allowances .......... 750 
Rent paid in advance ..... 250 
Notes receivable .......... 10,000 
300 
60,000 
Office expense ............ 1,700 

Total debits ........ $177,387 Total credits $177,387 


Inventory—merchandise—June 30, 1911 —$16,000. Value of of 
goodwill $10,000. Unexpired insurance $50. Reserve for bad 
debts to be increased 1% of accounts receivable. The cash paid 
by Ralph to Simmonds was not involved in the accounts. 
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Epitep sy Lee Gattoway, Px.D. 


DIVISIBLE PROFITS AND DIVIDENDS. By Ernest Evan Spicer, 
F.C.A. H. Foulks Lynch and Company; London, 1912. Price one 
shilling. 

This little pamphlet of thirty pages is an interesting and thoughtful 
discussion of the much debated question: “What is a Divisible Profit?” 
The legal as well as the accounting viewpoints are given and are sup- 
ported by the dicta of the leading English cases. The various types of 
assets and their relation to capital are discussed, together with their 
peculiarities. The sections showing what may be considered as profit 
and under what conditions it may be distributed under the British law 
and practice are well worth perusal. 


THE EXPORTATION OF BRITISH CAPITAL. By Ernest Evan 
Spicer, F.C.A. Gee and Company, London, 1912. Price, sixpence. 
This is a short treatise on the economic aspect of the exportation of 

British capital. The author has endeavored to forget the political inter- 

ests and has succeeded. 


THE ACCOUNTANT’S COMPENDIUM. By Daw- 
son. (Fourth edition.) Gee and Co., London, 1911. 749 pages. Price, 
25 shillings. 

This l..est edition of a standard work of reference for accountants, 
like its predecessors, is a worthy tribute to the learning and endeavors 
of a well-known accountant. 

A large portion of the subject-matter refers to English law and 
is practically worthless to the American accountant, but that part relat- 
ing to accountancy and business topics is so well compiled that the value 
of it to all accountants is unquestionable. 

In the revision over one hundred pages have been added; and many 
of the articles on accounting subjects have been rewritten and enlarged. 


TWENTIETH CENTURY BOOKKEEPING AND OFFICE PRAC- 
TICE. Complete. Eighth edition revised. By James W. Baker. 
Southwestern Publishing Co. 1910. 

This book is an elementary treatise on the principles of bookkeeping 
and office practice as found in modern business, and the author has 
accomplished his purpose of presenting to the immature student of a 
business college or high school a complete and thorough course. 

The general scheme of the book is intended to advance the student 
from a bookkeeper for a very simple sole proprietorship through the 
various stages of more complex organizations until he is competent to 
handle the books of a large corporation in an intelligent way. The 
transactions and references are in two distinct parts of the book thus 
preventing the student from working in a purely mechanical way. 
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Part I gives a very complete set of transactions for a simple journal 
and ledger only and thus forces upon the young student the theories 
involved in journalizing, which if once properly grasped and under- 
stood make the way of intelligent bookkeeping light and enjoyable by 
preventing the thumb rule process. 

Part II introduces the breaking up of the journal and gives a very 
good set of transactions on a co-partnership. 

Part III requires the student to apply the knowledge he has gained 
in the other two sections. It introduces columnarizing in books of 
original entry, branch store accounts and modern corporation accounting. 

The greatest fault with this work is that which is so common with 
elementary text books, namely, carelessness in giving descriptions or 
definitions of business instruments. 

On page 36 we find the following, “The balance sheet is a written 
statement setting forth the losses, gains, resources and liabilities of a 
business; also the net gain or loss, and the present worth of the investor, 
or, if more than one person is interested in the business, the gain or 
loss, and present worth of each.” 

It then states that the six column form of statement is the most 
general form of presenting a balance sheet. 

The erroneous thory that treasury stock is unissued stock is also used 
on page 97. 

In section 148, page 97, we find: “Preferred stock is issued with a 
contract that a certain per cent will be paid as a dividend whether there 
be a profit or not. * * * In case there is no profit an assessment 
shall be levied, that the holders of the preferred stock may be paid.” 

Branding all preferred stock with distinctive marks of some highly 
specialized classes of cumulative preferred issues is certainly gross care- 
lessness. 

Aside from such faults as those mentioned, the author’s efforts are 
creditable; but it may well be suggested that in future editions of the 
book more attention be paid to modern profit and loss statements. 
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Legal Department 
Epitep By CHARLES W. GERSTENBERG, PH.B., LL.B. 


The Legal Department of THE JOURNAL OF ACCOUNTANCY is prepared to ren- 
der a genuine service to its subscribers and readers, by undertaking to answer 
legal questions submitted to it. These questions, while they may be suggested 
by the problems that arise in the practice of our correspondents or by the more 
theoretical requirements of examination boards, should always be so stated as 
to call for single propositions of law. Whenever the Department receives a 
query the correct answer to which may vary with many possible but unstated 
circumstances the correspondents will be asked to give the details or advised 
to consult local counsel. Reasonably prompt replies by the Department will be 
made by personal communication or through the columns of THE JOURNAL. Ad- 
dress all communications to THE JOURNAL OF ACCOUNTANCY, Legal Department, 
198 Broadway, New York City. 


LIABILITY OF STOCKHOLDER OF CORPORATION CREATED IN ONE STATE TO 
CARRY ON BUSINESS IN ANOTHER 


In Thomas vs. Matthiessen (192 Fed. Rep., 405), the plaintiff, assignee 
of a California bank, sought to hold defendant, a citizen and resident of 
New York and a holder of full paid stock of an Arizona corporation, 
for such proportion of a debt incurred by that corporation in the state 
of California as his stock in the corporation bears to the whole of its 
subscribed capital stock. The charter of the corporation provided for 
the carrying on of the hotel business anywhere and especially in California 
and also provided that the private property of stockholders be exempt 
from all liability. The ground on which the plaintiff claimed to recover 
was that the constitution of California (article 12, 3) makes stockholders 
of its own corporations personally liable for the company’s debts to this 
extent and further provides (section 15) that no corporation organized 
outside of the state shall be allowed to do business within the state on 
more favorable conditions than are prescribed by law for its own cor- 
porations. 


That the state incorporating a company may by statute impose such 
liability upon stockholders irrespective of their residence, which may 
be enforced everywhere, is well settled, and such liability is of a con- 
tractual nature, because those who become stockholders are presumed 
to have assented to it (Whitman vs. Bank, 176 W. S., 550, 563). The 
theory upon which it was sought to recover of the defendant was that 
he must be presumed to have assented to be bound by the laws of Cali- 
fornia in respect to any business done by the corporation there, and so 
to have subjected himself to that additional liability. 

The plaintiff relied on the case of Pinney vs. Nelson (183 W. S., 144), 
in which Justice Brewer said: 


“All that we here hold is that when a corporation is formed in one 
state, and by the express terms of its charter it is created for doing 
business in another state, and business is done in that state, it must be 
assumed that the charter contract was made with reference to its laws; 
and the liabilities which those laws impose will attend the transaction 
of such business.” 
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It is quite evident that stockholders are bound by the statutes of the 
incorporating state, whether they assent to them or not, and that they 
are bound by the statutes of another state in which the corporation does 
business if they have assented to be so bound. Such an assent was found 
by the supreme court in the Pinney case to be implied from the terms 
and purpose of the charter, but we do not see how it could be implied 
if the charter contained an express provision to the contrary. 

If a corporation whose stockholders were not personally liable and 
whose charter said nothing about doing business in California did do 
business there, could it be said that the stockholders had assented to be 
bound by the law of California imposing an additional personal liability? 
It could hardly be contended that in the language of Justice Brewer, 
“they were contracting with reference to the laws of that state.” 


Or, if a corporation whose stockholders were made personally liable 
by the incorporating state did business in accordance with the provision 
of its charter in another state which prohibited foreign corporations from 
doing business there except upon the same terms as its own corporations 
and stockholders of its own corporations were not personally liable, 
could it be assumed as against their contract that they did not intend to 
be personally liable upon its contracts made in the non-incorporating 
state ? 

To arrive at such a result there must be something more than the 
law of the non-incorporating state. Doubtless it could prohibit a cor- 
poration whose charter relieved its stockholders from all personal lia- 
bility from doing business in the state, could drive it from the state, 
could penalize it and its officers and agents for attempting to do business 
in the state; but we do not think it could ex proprio vigore make a con- 
tract for the stockholders to be bound by its provisions. If it could, 
corporate stock it liable to become in this country an uncertain and 
even dangerous asset. Hence it was held that the stockholder could 
not be held liable. 


Stock SuBSCRIPTION AN Executory CoNnTRACT 


In the case of Palais du Costume Co. vs. Beach recently decided by 
the St. Louis court of appeals (Missouri, 143 S. W., 852), a subscription 
paper signed by the defendant who was not an incorporator was held 
to be an executory contract and subject to rescission by the proposed 
purchasers before acceptance. 


The decision of the court reads in part as follows: 


“Tt is not improper to state that this action does not pretend to be 
on a subscription to the capital stock of plaintiff. It appears by the cer- 
tificate of incorporation, which was in evidence, that the company was 
incorporated with a capitalization of $100,000, divided into 1,000 shares 
of the par value of $100 each, all of which, according to the certificate, 
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duly acknowledged by the incorporators, has been bona fide subscribed, 
po | all thereof actually put up in lawful money of the United States and 
is in the custody of the persons hereinafter named as the first board of 
directors. Defendant was not one of the original subscribers. 

“It is stated in the petition that one St. Clair, who was one of the 
original subscribers had failed in payment for his subscription and that 
he had been released from his original subscription for 600 shares of 
stock as to all but 540 shares, and that these 540 shares became a treasury 
asset of the said company and subject to sale and disposal by the said 
company to enable it to carry out the purposes of its organization, and 
that some time after this, possibly a year, plaintiff corporation did bar- 
gain and sell to defendant herein, E. F. Beach, 35 shares of the par 
value of $100 each, of the said stock so authorized to be sold as afore- 
said for the sum and price of $3,500, and that the said defendant did then 
and there agree to pay this plaintiff the said sum and price of $3,500 
for the said 35 shares of stock when demanded by the company. Very 
clearly, then, this action is not based on an original subscription to the 
stock, and the law applicable to original subscribers to the capital stock 
of a company, those subscriptions made to enable it, having complied 
with the law of the state, to enter upon business, has no application to the 
case at bar. The validity of the action of the board in releasing St. Clair 
and taking back 540 of his 600 shares of stock is not in issue nor con- 
sidered by us. his case is presented on the theory of a bargain and 
sale of a part of these 540 shares. 

“It wit be noticed that in the subscription paper, which was signed 
by defendant, the language used is, ‘We, the undersigned, hereby agree 
to purchase the number of shares set opposite our respective names.’ 
In itself, this is not an executed but an executory agreement, subject to 
rescission by the proposed purchasers at any time before acceptance. 
It was found as a fact by the learned trial judge that before the proposed 
seller, to whom the agreement to buy was made, had acted upon or 
accepted the offer or agreement to purchase, the proposed buyer had 
withdrawn his offer, which, as Judge Gray shows by authority, he had a 
right to do. We understand what Judge Gray says as to the fact that 
defendant had subscribed after all the others, while applicable to the facts 
in this case, is not so as to original subscription. In the latter case it is 
immaterial when the subscription was made or where the name of the 
subscriber appears, if he is one of those who did subscribe for stock in 
the original organization of the company.” 


Vauipity oF Excessive INDEBTEDNESS OF A CORPORATION 


In the matter of Benedict Tea & Coffee Company, bankrupt (192 Fed. 
Rep., 1011), the district court, W. D. Kentucky, held that although a 
Kentucky corporation’s debts exceeded its charter limits, the subsequent 
amendment of its charter enlarging the limit so as to include the whole 
debt and the recognition of the debt as valid by giving a note therefor, 
validated the excess and entitled the creditor to participate equally with 
other general creditors in bankruptcy proceedings brought after the note 
was given. Under its original articles of incorporation the bankrupt was 
authorized to incur indebtedness not exceeding $2,500. Prior to April 
29, 1911, it had become indebted, however, to divers persons in sums 
aggregating about $5,160. Of this amount it owed the Ouerbacker Coffee 
Company $4,559.79. 
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On April 29, 1911, however, the bankrupt, as expressly permitted by 
Ky. St. 559, amended its articles of incorporation, and by the consent 
of its directors and shareholders provided that the amount of indebted- 
ness which the corporation might incur should not exceed $10,000. The 
bankrupt, having thus lawfully empowered itself to do so, and having, 
in fact, received and used all the merchandise supplied by the coffee 
company to the value of the indebtedness, and doubtless recognizing 
the strong moral obligation upon it, on May 25, 1911, executed to the 
coffee company its promissory note for the $4,559.79 due at thirty days, 
which was the basis of that much of the debt proved by the coffee com- 
pany. 

In the case of Bell & Coggeshall Co. vs. Kentucky Glass Works Co. 
(106 Ky., 7, 50 S. W., 2) the court of appeals of Kentucky construed 
the statute of the state, under which the bankrupt had existence, and 
held that the statutory right to amend the articles of incorporation is in 
no way conditional upon the consent of the existing creditors. The stress 
of justice referred to in that case demands that the amendment of the 
articles and the clear and distinct recognition by the corporation of the 
moral obligation resting upon it combined with the execution of the note 
should validate the entire indebtedness which even before was binding 
as between the parties to the extent that the bankrupt was bound to make 
restitution of the consideration. 

The bankrupt entered into the contract evidenced by the note for 
$4,559.70, and manifestly there was good and valuable consideration for it. 
Neither the statute nor the articles of incorporation nor justice, nor good 
morals, in May, 1911, forbade the recognition by the bankrupt of an 
obligation such as rested upon it fairly to pay for the merchandise it 
had bought and used. There were not wanting signs that one of the 
main objects of the stockholders in amending the articles was to enable 
the corporation to pay the debt. This was a meritorious intention. Cer- 
tainly it was by no means a vicious one. There was no right in the then 
existing creditors to prevent the amendment or to put conditions upon it. 
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Correspondence 
A Criticism of Department of Practical Accounting 


Editor, Journal of Accountancy: 

Sir: The article on Practical Accounting, problem 4, in your issue of 
April, 1912, calls for comment, as it will be read by young accountants 
and business men and possibly may be taken as an authoritative state- 
ment of the opinions and attitude of professional public accountants. 

The article opens as follows: 


“The objection on the part of the business man to the trading and 
profit and loss account is that he does not understand it. * * * He insists 
that he does not understand bookkeeping, therefore he does not under- 
stand a statement in the account form.” 


A somewhat extended experience as a public accountant has failed 
to bring to my notice a case of a business man who objected on the 
grounds cited to a trading and profit and loss account arranged in 
the manner condemned by the author; but fearing that something might 
have been overlooked I showed the paragraph quoted above, together 
with the exhibit on pages 302 and 303 to several accountants and to 
several business men. They agreed that the statement in account form 
was universally available and was more easily understood than the 
form on pages 302 and 303, although statements in “report form,” on 
the lines adopted by professional accountants, were preferred for some 
comparatively simple accounts. They also agreed that if the business 
man does not understand bookkeeping and is ignorant of the modus 
operandi by which the figures are evolved he does appreciate their 
clear presentment on either of the accepted forms. 


The article proceeds: 


_ “There is another objection, which, however, the business man seldom 
discovers for himself, and that is, that the account form of statement 
does not permit of comparison.” 


This is amazing. For many years, in common with other public 
accountants, the writer has prepared statements in the “account form” 
showing not only the comparative figures for two or more periods, but 
the comparative percentages of gross and net profit, expenses, etc. 

The claims made for the new form are summarized as follows: 


“(1) It is understood by the layman. He understands it because he 
would determine the profits that way if he were doing it himself. (2) 
It permits the comprehensive grouping of items without the useless book- 
keeping technicalities. (3) It permits comparison” (page 295). 


Taking up these claims seriatim it would appear from (1) that the 
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efforts of accountants to improve on crude forms, devised by “the 
layman” who is not a bookkeeper, are a failure; and that in order to 
be understood of the business man we must learn from the keeper of the 
corner grocery. The writer can call to mind scores of such men who 
have expressed their gratification at the lucidity and fullness with which 
the facts relating to their affairs were brought out in statements pre- 
pared by professional public accountants along accepted lines. 
I do not understand claim (2). However, the author says: 


“Grouping items of income or expense around the business factors 
so as to display the results of operations is the object of the ideal profit 
and loss statement. To do this with the trading and profit and loss 
account would require so many sections as to make it impracticable. 
Such an account would also contain much useless and confusing bal- 
ancing and carrying down.” 


What the author means when he speaks of many “sections,” I do not 
know. The forms in use by successful public accountants are the fruit of 
much study and offer no difficulties such as are set forth above. The form 
given on pages 302 and 303 would fill four consecutive sheets of closely 
typed matter, although the business treated of is very small and simple. 
The amount of gross sales is taken as the starting point and amounts are 
deducted therefrom and the balance carried down no less than ten times. 
When the end is reached the beginning is forgotten. 


The ingenuity with which names have been given to the intermediate 
figures of earnings must be admitted; but what do the names mean? 
We have “Total income from sales, $5,254.90”; later on we find “Total 
income, $1,389.72.” Does the less contain the greater? Again, we find 
“Selling profit” given, and afterwards “Net profit on sales.” What is 
the distinction? The “business man” could hardly be expected to in- 
terpret these terms. 

As to claim (3) it should be noted that the figures have been devised 
so as to show the recommended form at its best. In each month the 
same items occur; in each month the inventory shows an increase; the 
number of heads under which expenses are classified are few. If the 
inventory in one month had shown a decrease, and if items of earnings 
and expense had appeared in one month but not in the other, the form 
would have been found even more clumsy and straggling than it now is? 
I forbear from criticising the classification of expenses beyond saying 
that the amount of sales, before deducting cost of sales, is not “income.” 
What would the federal government think of a corporation tax state- 
ment in which the total amount of sales was stated as income and the 
cost of goods sold included among the expenses? 


With a confidence born of many busy years of public accounting I 
recommend young accountants to adopt the forms approved and used 
by reputable accountants engaged in practical commercial work. Some- 
times the “report” form of profit and loss statement will be found 
convenient, especially for small accounts where the sources of income are 
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few in number; at other times the “account” form will be preferable, 
especially for large statements where full comparison of two or more 
periods, with their respective percentages, is to be made. 

If any business man does exist who cannot understand the accepted 
forms and prefers that on pages 302 and 303 it is a safe conclusion that 
he will never have sufficient wisdom to employ a public accountant. 
The young accountant may also be sure that if he should submit to a 
substantial business man a rambling statement like the one under re- 
view, it would be received with ridicule. 

It is to be feared that the author has fallen into the error of mis- 
taking crudity for clarity. 

In conclusion I would deprecate the inclination to “talk down” on 
quite elementary accounting matters to what is assumed to be the in- 
ferior intellectual level of business men and accounting students. 

Striking instances of this tendency may be found among the questions 
set for examinations in bookkeeping and accounting; in the effort to 
avoid technicalities the language used is frequently colloquial, inexact, 
and redundant; irrelevant and puerile detail is introduced, either because 
of an imagined necessity to give to the questions an air of verisimilitude 
or to display a literary style reminiscent of the “Rollo” books. The 
“Problem 4,” referred to above, contains an example of this style. On 
page 206 is this sentence: 


“During the month of June there was not much variation in the 
transactions except that Dimlawn sold a small bill of goods to a dealer 
in an outlying district * * * .” 


The “small bill” amounted to $384.24, nearly equal to 10 per 
cent of the sales for May. That it was sold to a dealer who lived 
“in an outlying district” is no more relevant than would be information 
as to the dealer’s religious or political affiliations. 

Looseness of expression has led to looseness of statement. “There 
was not much variation in the transactions!” Only an increase of 
net profits from $702.58 (16.9% of sales) in May, to $1,230.42 (23.1% 
of sales) in June. Wider variations than that may occur frequently in 
college questions, but in practical work such a change is matter for 
very serious consideration and comment by the accountant. 

Yours truly, 
Worxinc AccountTANT. 
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Correspondence 


Responsibility of Auditors 


Editor, Journal of Accountancy: 

Sir: Noting your editorial in the May issue on “Authority and Re- 
sponsibility of the Auditor.” 

What you say of his relation to the stockholders sounds well, but 
the most frequent situation you quite ignore. It is this. The directors 
control a majority of the stock; therefore they control the stockholders’ 
meeting, especially because the stockholders as a body do not attend. 

The directors may be an inside ring and running matters for the ring’s 
benefit. Even if not they may be deserving of criticism for certain 
things done or permitted. The auditor renders the fully truthful report; 
the directors do not relish the criticism; and so next time they choose 
some more pliable man to make the audit, and the honest auditor with 
backbone and courage such as you praise loses his job. 

Surely an auditor who had his authority from the government could 
retain his self-respect longer and accomplish more for proper methods. 

Yours truly, 
CLARENCE H. Lee. 

Los Angeles, Cal., May 30, 1912. 


[The record of some national bank examiners and similar 
governmental officials, we think, scarcely warrants the confidence 
expressed by our correspondent in favor of government auditors ; 
nor do we think such a plan would develop a profession of high 
attainments and standards. The situation referred to above is 
one that does occur with some frequency, but we think it can 
best be met by the exercise of great care on the part of all ac- 
countants who hold themselves as reputable in accepting appoint- 
ments as auditors to succeed other accountants. The profession 
really has the matter in its own hands and a proper circumspec- 
tion will prove an effective remedy. Editor, JouRNAL or Ac- 
COUNTANCY. | 


Announcements 


A. G. Potter, C.P.A., announces that he has entered into partnership 
with James Park, C.P.A., and will continue the practice of public ac- 
countancy under the firm name of Park, Potter and Company. The 
firm’s offices are at 149 Broadway, New York. 


In the May issue of the JourNAL, page 366, appeared the name of 
G. R. Shaeffer, C.P.A., of Colorado. This should read S. R. Schaeffer, 
C.P.A. 
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Maryland Association of Certified Public Accountants 


The Maryland Association of Certified Public Accountants of Balti- 
more City held its annual meeting on June 11th and elected the follow- 
ing officers, delegates, etc., for the ensuing year: 

President, Frank Blacklock; vice-president, Elmer L. Hatter; treas- 
urer, Charles R. Ditman; secretary, Ernest E. Wooden; auditor, Robert 
C. Morrow. 

Trustees: Frank Blacklock, Charles R. Ditman, Thomas L. Berry, 
Charles O. Hall, Elmer L. Hatter, Ernest E. Wooden, Eugene Greenway, 
Charles L. Hehl. 

Membership committee: Clarence R. Evans, Miss Florence Hooper 
and Andrew C. Feuss. 

Delegates to convention of American Association of Public Account- 
ants to be held in Chicago, September 16-20, 1912: Thomas L. Berry 
and Elmer L. Hatter. Alternates: Ferdinand L. Brauns and Eugene 
Greenway. 


Pennsylvania Institute of Certified Public Accountants 


The annual dinner of the Pennsylvania Institute of Certified Public 
Accountants was held on May 3d, in the new assembly room of the 
Business and Professional Club, Philadelphia. A large number of mem- 
bers and friends attended. The occasion was entirely informal, and was 
largely in the nature of an “Old Home Week” celebration, of which 
one of the pleasant features was the presence of a large number of mem- 
bers from a distance. President Edward L. Suffern and A. P. Richard- 
son, secretary of the American Association, were expected as the guests 
of the Institute, but were unavoidably detained at the last moment. 

Many references were made to the cordial good feeling and friendship 
subsisting among the members of the Institute, an element of strength 
in any organization and one of the most effective agents in advancing 
the best interests of the accountancy profession. 

In the absence of the president, Mr. Adam A. Ross presided. 

The officers of the Institute elected for the year 1911-12 are as fol- 
lows: 

President, T. Edward Ross; vice-president, John R. Lynn; treasurer, 
Charles Weissinger; secretary, John L. Carlson; auditor, Raymond G. 
Cranch. 

Council: Herbert G. Stockwell, James W. Fernley, Adam A. Ross, 
E. P. Moxey, Sr., and R. H. Mansley. 

Delegates to the annual meeting of the American Association of 
Public Accountants: T. Edward Ross, J. E. Sterrett, John R. Lynn, 
Robert H. Montgomery and James W. Fernley. Alternates: E. P. 
Moxey, Jr., Charles Lewer, Herbert G. Stockwell, W. H. Lawton and 
Joseph M. Pugh. 
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Announcements 


The annual meeting of the Missouri Society of Certified Public Ac- 
countants was held on June 10, 1912, when the following officers were 
elected : 

David L. Grey, president; F. A. Smith, first vice president; S. 
H. Rodway, second vice president; B. D. Kribben, secretary; J. D. M. 
Crockett, treasurer; and Francis A. Wright, Jr., auditor. 

Directors: Stanley Young, H. T. Westermann and Richard Wilson. 

Delegates to annual meeting: B. D. Kribben and H. T. Westermann. 

New by-laws of the state society, as well as by-laws for the gov- 
ernment of local chapters, were adopted. 


The St. Louis Chapter of the Missouri Society of Certified Public 
Accountants was organized in St. Louis on June 18, 1912. At a meeting 
of the members the following officers, constituting the executive com- 
mittee of the chapter, were elected: 

B. D. Kribben, president; E. G. H. Kessler, first vice president; 
John A. Will, second vice president; Richard Wilson, secretary; Harold 
Worthington, treasurer. 
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